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CHAPTER 6

THE DUTY OF CARE AND THE BUSINESS
JUDGMENT RULE

ChapterScope .

This Chapter discusses a director’s and officer’s fiduciary duty to exercise
due care when making decisions. Key concepts:

Duty of due care: A director or officer must behave with the level of care
that a reasonable person in similar circumstances would use.

0 Personal liability: If the director or officer is found to have breached
this duty of care, in a way that causes loss to the corporation, he may be
held liable for money damages, which are to be paid to the corporation.

Business judgment rule: The court will not find an absence of due care
merely because the officer/director’s decision turns out to have been an
unwise one. The “business judgment rule” says that there’s no breach of
the duty of care where 3 requirements are met:

a the director or officer had no conflicting self-interest in the matter that
he decided;

@ he made himself adequately informed about the facts relevant to the
decision; and

a his decision was “rational” as of the moment it was made.

I. INTRODUCTION

A. The duty of care generally: This chapter considers the duty of
directors and officers to act carefully when they act on behalf of
the corporation.

B. Broad statement of duty: Stated in its broadest form, a director’s



or officer’s duty of care is as follows: He must, in handling the
corporation’s affairs, behave with the level of care that a
reasonable person in similar circumstances would use. This
sounds like the familiar negligence standard from tort law, and in
many ways it is.

1. Protection of “business judgment” rule: However, a key rule
called the “business judgment” rule in fact makes the duty of
care much less burdensome than you might guess. Stated most
briefly and generally, the business judgment rule says that courts
will not second-guess the wisdom of directors’ and officers’
business judgments, and will not impose liability for even stupid
business decisions so long as the director or officer (1) had no
conflict of interest when he made the decision, (2) gathered a
reasonable amount of information before deciding, and (3) did
not act wholly irrationally.

2. Effect of combining the two rules: When the duty of due care
is combined with the business judgment rule, what we really
have is a scheme that looks quite closely at the process by which
the director or officer makes his decision, but then gives very
little scrutiny to the substantive wisdom of the decision itself.
Thus a director who does not attend board meetings, or who acts
without a serious attempt to obtain the available facts, is likely to
be found to have violated his duty of care. By contrast, a director
who tries hard, gets most of the available facts, and then makes a
decision which is clearly unwise (even when viewed without the
benefit of hindsight) probably will not be found to have violated
his duty of care — the business judgment rule will protect him as
long as his decision was not totally irrational.

C. Liability for damages vs. injunction: If a director or officer
violates his duty of care to the corporation, and this violation
causes loss to the corporation, the director/officer will be
personally liable to pay money damages to the corporation. Often,
this will come about procedurally by means of a shareholder’s
derivative suit (see infra, p. 318), in which a shareholder sues “on
behalf of” the corporation against the negligent director or officer;
if the plaintiff is successful, the director/officer will have to pay



damages to the corporation, and the shareholder/ plaintiff will share
pro rata with all other shareholders by virtue of the corporation’s
recoupment of its losses.

1. Injunction: However, there is a quite different context in
which the duty of care and the business judgment rule may also
be relevant. This is the situation in which the board of directors
has approved (but not yet consummated) a transaction, and a
shareholder or outsider sues for an injunction to block the
proposed transaction. If the court concludes that the directors or
officers have not acted with due care, and that shareholders as a
whole would be injured, it may block the proposed transaction
until it is approved with the required level of diligence.

a. Easier decision: In general, courts are probably willing to
block a proposed transaction (especially in the takeover area)
on less of a showing of a violation of due care than they would
require before imposing personal liability on directors and
officers. This is easy to understand: blocking a transaction that
is unfair to shareholders probably will not directly (and
certainly not unfairly) hurt the directors and officers who
approved it, whereas making them personally liable for
potentially huge damages as the result of their service to the
corporation may severely hurt them, even bankrupt them.

D. Only rarely happens: In general, it is very rare for directors and
officers to be found liable for breach of the duty of due care, as
distinguished from breach of the duty of loyalty (discussed infra, p.
197). At least traditionally, most of the cases purporting to impose
liability for lack of due care have probably really been cases in
which the court believed that the directors were engaged in self-
dealing (i.e., they violated their duty of loyalty), but because the
proof of self-dealing was not strong enough, the court based its
decision upon lack of due care.

1. Modern trend: However, beginning in the 1980s a few cases
have found lack of due care even without indications of self-
dealing. Therefore, the duty of care is becoming a duty that has
some real practical impact upon how corporations are managed.



See especially the dramatic and instantly-landmark case of Smith
v. Van Gorkom, infra, p. 186, in which the Delaware Supreme
Court found the directors of a corporation liable for damages
because they did not obtain the highest possible price from a
takeover bidder, even though the sale price was substantially
higher than the stock had ever previously traded, and even
though there was no apparent taint of self-dealing.

E. Directors vs. officers: The duty of care is imposed on both
officers and directors. Essentially the same duty is imposed upon
each. However, the duty that is imposed is the duty to behave
reasonably “under the circumstances,” and the circumstances are
obviously somewhat different for an officer than for a director. For
instance, an officer will typically have deeper knowledge about the
company’s affairs than will an outside director, so facts which
might not give an outside director cause to investigate might give
the officer such cause, making his failure to investigate a violation
of due care even though the director’s failure would not be. In
general, everything we say below applies to both directors and
officers unless otherwise noted.

II. THE STANDARD OF CARE

A. The basic standard: Virtually all states impose, either by statute
or case law, a duty of due care on all officers and directors. The
director or officer “must exercise that degree of skill, diligence and
care that a reasonably prudent person would exercise in similar
circumstances.” Clark, p. 123.

1. MBCA: The MBCA spells out this duty in a way that is typical
of the law of most states: “Each member of the board of
directors, when discharging the duties of a director, shall act: (1)
in good faith; and (2) in a manner the director reasonably
believes to be in the best interests of the corporation.” §8.30(a).

2. No “accommodation” or “dummy” directors: An important
consequence of this duty of care is that there is no such thing as
an “accommodation” or “dummy” director.



Example: Suppose that X, who knows nothing about
business, as a favor to his friend the President of ABC
Corporation, accepts a director’s post on ABC’s board.
President assures X that X will only be a “figurehead” who is
not expected to have any significant function in ABC’s affairs.
Despite these assurances, a court will hold that X had a duty of
care to ABC (and indirectly to its shareholders and creditors),
and that he can be liable for damages if he does not act in
accordance with this duty. “[A] person who accepts a
directorship without assuming the responsibilities of a director
is courting disaster.” Nutshell, p. 310.

3. Personal liability: A director or officer who violates his duty
of due care, and who thereby injures the corporation, may be
held personally liable for the corporation’s damages. This is true
even if the director is paid little or nothing for his director’s
services, and otherwise had little or nothing to gain. In the case
of a major corporation, the potential liability can be many times
the director’s net worth! (For this reason, most corporations now
pay for directors’ and officers’ liability insurance. However, the
existence of deductibles, co-insurance provisions and other limits
means that even with insurance, a director is probably still
significantly at risk if he violates his duty of due care.)

4. Egregious cases: However, this duty of due care is not as
draconian as it might sound. First, under the “business judgment
rule” (supra, p. 169), the actual business decisions made by a
director or officer will not be second-guessed by the court as
long as they are rational, made in good faith, and based on
reasonable information. Therefore, liability for breach of the
duty of due care generally arises only where the director or
officer has failed to comply with reasonable procedures for
making decisions. Second, even where the director’s procedures
are inadequate, most courts hold that there is only liability for
“gross negligence” or “recklessness.”

a. Total failure to act as director: Therefore, most successful
claims against directors have come in cases where the director
simply fails to do the basic things that directors generally do.



Thus a director might be found grossly negligent (and
therefore liable) if he does some or all of the following:

[1] fails to attend meetings;

[2] fails to learn anything of substance about the company’s
business;

[3] fails to read reports, financial statements, etc. given to
him by the corporation;

[4] fails to obtain help (e.g., advice of counsel) when he sees
or ought to see signals that things are going seriously
wrong with the business; or

[5] otherwise “neglect[s] to go through the standard motions
of diligent behavior.” Clark, p. 125.

Example: Mrs. Pritchard is a director of Pritchard & Baird, a
reinsurance broker. Pritchard & Baird goes bankrupt, and its
trustees in bankruptcy sue Mrs. Pritchard for violating her
duty of due care as a director. They show that two officers of
Pritchard & Baird, Charles and William Pritchard (who are the
other two directors, are Mrs. Pritchard’s sons, and are the sole
other stockholders apart from Mrs. Pritchard) have
misappropriated $12 million from trust accounts held by the
company on behalf of others. During the years the
misappropriation took place, Mrs. Pritchard was elderly,
alcoholic, and depressed over the death of her husband. She
hardly ever attended board meetings (which were in fact rarely
held), knew nothing of the corporation’s affairs, never read or
obtained any financial statements, and in general “did not pay
any attention to her duties as a director or to the affairs of the
corporation.”

Held, Mrs. Pritchard (and after her death, her estate)
breached her duty of due care to the corporation, and is
therefore liable for the losses caused by the misappropriations.
Directors are not required to conduct a detailed inspection of
day-to-day activities. But they must at least become familiar
with the fundamentals of the business, and must keep



informed in a general way about the corporation’s activities.
Here, had Mrs. Pritchard done even so little as to read the
corporation’s financial statements at any time, she would have
noticed an item called “loans to shareholders” which dwarfed
the company’s assets, and which would have immediately put
her on notice that her sons were effectively stealing trust
funds. Had she noticed this, and asked her sons to stop, they
probably would have done so (so that her negligence was a
but-for cause of the losses). Francis v. United Jersey Bank,
432 A.2d 814 (N.J. 1981).

b. Disguised “self-dealing” cases: Cases in which directors are
held liable for failing to act with due care are often disguised
“self-dealing” cases. That is, the court believes that the
directors acted in pursuit of their own ends rather than for the
good of the corporation, yet there is not enough evidence of
this to make it the basis for the finding of liability; therefore,
the court seizes upon lack of due care instead. Clark, pp. 126-
28. For instance, in Francis, supra, the court was probably
swayed by the fact that D was the mother of the two
miscreants, and her refusal to undertake any of the
responsibilities of a director may have been motivated in part
by her desire to let her sons enrich themselves at the
corporation’s expense. See Clark, p. 127-28.

B. Subjective vs. objective standard: The standard of care is
basically an objective one. That is, the director will be held to the
standard of care that would be exercised by a “reasonable person”
in the director’s position. Consequently, a director who is simply
less smart, less able or less innately diligent than an “ordinary”
reasonable director will nonetheless have to meet this higher
ordinary standard.

Example: Consider Mrs. Pritchard in the Francis case, supra,
p. 172. Even though she was elderly, alcoholic and depressed
over the death of her husband, these factors were not taken
into account by the court in determining what level of care
was “reasonable” for her. Instead, she was required to conform
to the level of directorial skill and diligence that an ordinary



“reasonable” director would have shown under the
circumstances.

1. Special skills of director: On the other hand, if the director has
special skills that go beyond what an ordinary director would
have, he must use those skills. For instance, if the director is by
training an accountant, and he learns of facts which would make
a trained accountant suspicious but would not raise the
suspicions of an ordinary non-accountant director, he must
behave as a reasonable accountant would behave under the
circumstances. The rule would be similar for one with special
legal, banking or real estate training. Nutshell, p. 310.

C. Surrounding circumstances: The level of care required is that
which is reasonable in the circumstances in which the director
finds himself.

1. Nature and size of business: These “circumstances” include
the nature and size of the particular business. For example, if the
corporation is small and its operations relatively simple, the level
of attention required of the director is probably somewhat less
than if he sits on the board of, say, General Motors. Also, if the
business serves as trustee or custodian for the funds of others,
probably a “reasonable” degree of care under the circumstances
would include being on the lookout for misappropriation. Thus
directors of banks are sometimes said to owe a “higher” standard
of care; however, it would be more accurate to say that they owe
the same “reasonable” duty of care as any other director, but that
in a banking context this duty includes the obligation to be
watchful for signs that depositors’ accounts are being looted.

D. Reliance on experts and committees: Only rarely can a director,
especially a director of a large corporation, directly ascertain the
condition of the business. A director of IBM probably has no
reasonable way to determine that the company’s big supercomputer
development program is way behind schedule, that its Singapore
branch manager is fixing prices with his counterpart from Hitachi,
or that the person overseeing the company pension plan is
embezzling. Directors normally rely heavily on the expertise and



assurances of others, including the company’s officers, lawyers,
accountants and other persons who are in a better position to know
the facts. Generally speaking, the director is entitled to rely on
these other people, and is not expected to go behind what they tell
him.

1. Model Act: Thus MBCA §8.30(b) provides that
“(f) A director is entitled to rely ... on:
(1) one or more officers or employees of the corporation whom the director

reasonably believes to be reliable and competent in the functions performed or the
information, opinions, reports or statements provided;

(2) legal counsel, public accountants, or other persons retained by the corporation
as to matters involving skills or expertise the director reasonably believes are
matters (i) within the particular person’s professional or expert competence or (ii)
as to which the particular person merits confidence; or

(3) a committee of the board of directors of which the director is not a member if the
director reasonably believes the committee merits confidence.”

2. Reliance unreasonable: On the other hand, it’s vital to
remember that the reliance must be reasonable. Thus if the
director knows facts which indicate that the officer, lawyer, or
other third person is lying or is otherwise mistaken, the director
cannot bury his head in the sand and continue to rely on this third
party’s statements. As the MBCA puts it, the director may rely
on the third party’s statements, opinions, etc. (including financial
statements) only so long as the director “does not have
knowledge that makes reliance unwarranted[.]” §8.30(e).

Example: X is the director of Corporation, a large
construction contractor. There have been persistent rumors
that high-level officials of Corporation have bribed foreign
officials to get foreign construction contracts, in violation of
the federal Foreign Corrupt Practices Act. The board appoints
a special board committee to investigate; the committee comes
back and reports that there is no substance to these allegations.
Ordinarily, X would be permitted to rely on the committee’s
report, since he “reasonably believes the committee merits
confidence” (see MBCA §8.30(b)(3)). But if X has actually
been told by Y that Y and others have paid $10 million of
Corporation’s funds to Z to induce Z to give Corporation a



d

.

contract, X’s reliance on the committee is no longer
reasonable, because of this actual knowledge. Therefore, X
may not hide his head in the sand and say, in effect,
“Everything’s okay because the committee says so.” He must
instead explain what he knows, and at least attempt to prevent
recurrences.

Tough standard for P to meet: But it tends to be difficult
for a plaintiff who is suing the directors to establish that the
board’s reliance on employees, experts, etc. was SO
unreasonable as to violate the duty of care. As we’ll see in a
little while (infra, p. 182), under the “business judgment
rule,” if the board has no conflicts, is adequately informed,
and merely makes a “rational” decision, that decision will not
be deemed to violate the duty of care merely because it seems
somewhat unwise or unreasonable after the fact. Therefore,
the board’s decision to rely on, say, an expert’s
recommendation will be protected under the business
judgment rule so long as the board’s procedures are
reasonable, even if the board does not make a very deep
analysis of that recommendation before approving it.

Example: The Board of Walt Disney Co. (“Disney”)
approves an employment contract for Michael Ovitz, under
which Ovitz is appointed president (number two) at Disney.
The contract includes severance provisions under which if
Ovitz is terminated without cause before the contract has run
for seven years, Ovitz will receive a lucrative severance
package. Ovitz in fact leaves by mutual agreement after 14
months, and ends up collecting the huge sum of $140 million
in severance. In a derivative action, Disney shareholders sue
the board, alleging that the board failed to use proper
procedures in approving the contract, especially by failing to
calculate how much severance Ovitz would receive in the
event of an early no-fault termination. The complaint alleges
that had the directors done such a calculation, they would have
realized that the contract gave Ovitz a large incentive to exit
the company by a no-fault termination as soon as possible.



The complaint also says that the board was negligent in
relying on the advice of its compensation expert, Graef
Crystal, who himself did not seem to have calculated how
much severance Ovitz would be entitled to if he left early. The
Ds (the directors) move to dismiss for failure to state a claim.

Held, for the Ds. Even if the board did, as alleged, fail to
calculate the potential cost to Disney of an early no-fault exit
by Ovitz, the allegation fails to create a reasonable doubt that
this constituted lack of due care. “It is the essence of the
business judgment rule that a court will not apply 20/20
hindsight to second-guess a board’s decision, except ‘in rare
cases [where] a transaction may be so egregious on its face
that the board approval cannot meet the test of business
judgment.’” Here, the board’s reliance on Crystal, despite
Crystal’s failure to fully calculate the amount of potential
severance, lacks egregiousness. “[T]he duty of care is still
filled even if a Board does not know the exact amount of a
severance payout but nonetheless is fully informed about the
manner in which such a payout would be calculated. A board
is not required to be informed of every fact, but rather is
required to be reasonably informed.” Brehm v. Eisner, 746
A.2d 244 (Del. 2000).

E. Passive negligence: In some situations, the duty of due care arises
in connection with a specific, affirmative, action by the board of
directors. Thus the board may choose to write a certain loan,
approve a certain acquisition, or otherwise make an explicit
decision to take (or not take) certain action. In this situation, it’s not
too hard to determine whether the board members have acted with
due care. Many if not most situations, however, involve what might
be called “passive” negligence, or “nonfeasance.” That is,
circumstances exist which the board (arguably) ought to notice and
do something about, but instead the board members do nothing.
Most commonly, this kind of situation arises when the board fails
to detect wrongdoing by officers or employees of the corporation.

1. No duty to detect wrongdoing: The directors certainly do not
have any explicit duty to in fact detect wrongdoing. That is,



most courts would probably hold that the board members need
not be suspicious sorts who go out of their way searching for
evidence of embezzlement, bribery, self-dealing or other
misconduct by operating-level managers or employees. As the
Delaware Supreme Court has put it, “[ A]bsent cause for
suspicion there is no duty upon the directors to install and
operate a corporate system of espionage to ferret out
wrongdoing which they have no reason to suspect exists.”
Graham v. Allis-Chalmers Mfg. Co., 188 A.2d 125 (Del. 1963).

. Actual grounds for suspicion: On the other hand, of course, if
the directors are on notice of facts that would make a
reasonable person suspicious that wrongdoing is taking place,
their duty of due care requires that they at least investigate
further.

. Duty to put controls into place: Furthermore, many courts
today hold that, while the board’s duty of care may not require it
to install a “system of espionage to ferret out wrongdoing”
(Graham, supra, p. 175), that duty of care does require that
reasonable control systems be put in place to detect wrongdoing,
even where the board has no prior reason to suspect that
wrongdoing is occurring.

a. Limited burden: But once the board does put in such a
control system, the board won’t be liable for failure to
supervise merely because the control system (and or the
persons using it) fails to detect wrongdoing. The case in the
following example demonstrates this.

Example: Caremark is a medical services firm, which
provides various forms of therapy — including treatments for
HIV/AIDS and hemophilia — to outpatients. The company
participates in various Medicare and Medicaid programs. A
federal law, the Anti-Referral Payments Law (ARPL), forbids
firms such as Caremark from paying doctors to refer Medicaid
and Medicare patients to it. Caremark pays physicians fees for
monitoring certain patients, including Medicare and Medicaid
patients, that are under the firm’s care. Federal prosecutors



indict the company on various felonies arising out of these
monitoring fees, on the theory that the fees violate ARPL. The
company settles these charges by pleading guilty to a single
felony count, and then spends $250 million to settle various
related civil claims against it. No senior officers or directors of
the firm are charged with wrongdoing. Stockholders then
bring a derivative suit on behalf of the company against all
members of the Board of Directors, claiming that the board
members failed to exercise their duty of due care, which (the
suit asserts) required them to put in control mechanisms that
would have prevented the violations of ARPL. The parties
then propose to settle the suit, without the Ds paying any
money, but with the company taking various steps to avoid
future violations of law. The court is asked to approve the
settlement.

Held, the settlement is approved. In deciding whether a
settlement involving no financial recovery is reasonable, the
court must of course take into account the likelihood that the
plaintiffs would have prevailed at trial. Notwithstanding
Graham’s statement about “espionage,” “A director’s
obligation includes a duty to attempt in good faith to assure
that a corporate information and reporting system, which the
board concludes is adequate, exists, and ... failure to do so
under some circumstances may, in theory at least, render a
director liable for losses caused by non-compliance with
applicable legal standards.”

However, the burden on a plaintiff who wants to establish a
breach of this obligation is a high one: “only a sustained or
systematic failure of the board to exercise oversight — such as
an utter failure to attempt to assure a reasonable information
and reporting system exists — will establish the lack of good
faith that is a necessary condition to liability.” Here, there is
no evidence that the director Ds were guilty of such a
sustained failure of oversight. The mere fact that the
corporation committed a criminal violation does not by itself
establish such a failure of oversight by the board. Since the Ps
would be unlikely to prevail on the merits at trial, the



settlement is reasonable despite its failure to call for any
financial recovery. In Re Caremark Int’l. Inc. Derivative
Litigation, 698 A.2d 959 (Del. Ch. 1996).

b. Approved by Delaware Supreme Court (Stone v.

Ritter): Caremark, supra, was a decision by the Delaware
Court of Chancery, not the Delaware Supreme Court. But in a
later decision, the Delaware Supreme Court affirmed the basic
test articulated in Caremark for when directors could be liable
for an omission. In Stone v. Ritter, 911 A.2d 362 (Del. 2006),
the court cited Caremark approvingly, and said that, assuming
the corporation has an exculpation clause (see infra, p. 178),
the directors will have liability for poor oversight only if:

“(a) the directors utterly failed to implement any reporting
or information system or controls; or

“(b) having implemented such a system or controls,
consciously failed to monitor or oversee its operations|,]
thus disabling themselves from being informed of risks or
problems requiring their attention.”

i. Knowledge of shortcoming required: The Stone court
then continued: “In either case [i.e., failed-to-implement-a-
system or failure-to-monitor/oversee-the-system],
imposition of liability requires a showing that the directors
knew that they were not discharging their fiduciary
obligations.”

ii. Gross negligence not enough: So what might be called
“oblivious gross negligence” won’t be enough for director-
liability in Delaware, at least where — as is usually the case
— the corporation has elected to put into its charter an
exculpattion clause relieving directors of liability for
violation of the duty of due care (see infra, p. 178). Unless
the directors are conscious that they were not discharging
their fiduciary obligations, no amount of inattention will be
enough. As the Delaware Supreme court said in Stone, “a
claim that directors are subject to personal liability for
employee failures is ‘possibly the most difficult theory in



corporation law upon which a plaintiff might hope to win a
judgment.’”

iii. Illustration: The facts of Stone itself, set forth in the
following example, illustrate how hard it is for the plaintiffs
to recover — or even get to trial — on a claim in Delaware
that the directors should be held personally liable for failing
to detect employee wrongdoing. In particular, Delaware
courts will be careful not to use the benefit of hindsight to
infer that directors’ failure to spot wrongdoing establishes
that the directors behaved with the required conscious
knowledge that they were not discharging their fiduciary
responsibilities.

Example: The plaintiff shareholders in a derivative action
(see infra, p. 318) allege that the directors of AmSouth, a
Delaware-chartered bank, should be held liable for money
damages because they failed to detect that the bank’s
employees were not filing Suspicious Activity Reports
(SARs), required by federal anti-money-laundering statutes.
(The bank paid $50 million in fines and penalties to resolve
the government’s SAR claims.) Special procedural rules
concerning derivative suits require that in order for the case
to go to trial, the plaintiffs must show a substantial
likelihood that the directors knew, at the time the derivative
suit was begun, that they faced possible personal financial
liability from the suit. Since AmSouth has a charter
provision exculpating directors for non-bad-faith breaches
of the duty of due care (see the discussion of exculpation
clauses infra, p. 178), the directors face financial liability if
and only if they acted in “bad faith.” The directors move to
dismiss on the grounds that there is no evidence of their bad
faith.

Held, for the directors. Where the claim is that the
directors failed to make a good-faith effort to supervise the
corporation adequately, the plaintiffs must establish bad
faith by showing either that the directors utterly failed to
implement a reporting or control system, or consciously



failed to monitor that system. In either case, liability
requires a showing that the directors “knew that they were
not discharging their fiduciary obligations.” Here, there was
unrebutted evidence that the board approved policies
requiring the filing of SARs, and delegated to non-board
employees the job of monitoring those filings and reporting
back to the board about whether the policies were being
followed. This is enough to rebut any claim that the
directors knew they were not discharging their fiduciary
obligations. “In the absence of red flags [which were not
present here], good faith in the context of oversight must be
measured by the directors’ actions ‘to assure a reasonable
information and reporting system exists’ and not by second-
guessing after the occurrence of employee conduct that
results in an unintended adverse outcome.” Stone v. Ritter,
supra.

iv. Significance: So in the usual case where a charter
provision relieves the directors of money-damage liability
for lack of due care, Stone v. Ritter establishes that directors
of a Delaware corporation will have liability for failure of
oversight only if they “knew that they were not
discharging their fiduciary obligations.” This is a nearly-
impossible standard for the plaintiffs to meet — unless the
plaintiffs can show that the board either (a) “utterly failed to
implement any reporting or information systems or
controls,” or (b) “consciously failed” to monitor such a
system once it was installed, the directors won’t be liable,
no matter how grossly negligent they were in failing to
notice that wrongdoing was occurring.

c. Federal statute on controls: By the way, a federal statute
now expressly requires that public companies institute a
system of internal controls. §13(b)(2) of the Securities
Exchange Act of 1934 now requires every publicly-held
corporation to “devise and maintain a system of internal
accounting controls” to guarantee accurate financial
statements and to guard against misappropriation of assets.



Most public companies have done this by creating an audit
committee that works with the corporation’s accountants to
install such controls.

F. The significance of “good faith,” and director-exculpation
provisions in charters: The question of whether the directors
satisfied their duty of due care is often intertwined with the
question of whether the directors behaved in “good faith.” For
years, it was unclear whether the duty of good faith was an
independent duty, or was instead an aspect of (1) the duty of care,
which we’ve been discussing and/or (2) the duty of loyalty, which
we will be discussing later (infra, p. 197).

1. Director-exculpation clauses: Why does it even matter
whether the duty of good faith is an independent duty or part of
some other duty (due care or loyalty)? At least in Delaware, the
most important reason it matters has to do with the right of a
corporation to reduce or eliminate a director’s liability for
money damages for certain claims. Del. GCL §102(b)(7) lets a
corporation put into its certificate of corporation a provision
“eliminating or limiting the personal liability of a director to the
corporation or its stockholders for monetary damages for breach
of fiduciary duty as a director[.]” However, (b)(7) does not
permit the reduction of liability for any breach of the “duty of
loyalty” or for any acts or omissions “not in good faith or which
involve intentional misconduct or knowing violation of the law.”

a. Claim of gross negligence as bad faith: Until 2006,
plaintiffs in shareholder derivative actions (infra, p. 197) often
argued in Delaware that if the board behaved grossly
negligently, this gross negligence amounted to bad faith, and
thus automatically deprived the board of the protections of a
GCL 8§102(b)(7) clause, which most public corporations have
in their charters. (For instance, the plaintiffs in Stone v. Ritter,
supra, p. 177, made such a claim.) But in a series of three
decisions by the Delaware Supreme Court, beginning in 2006,
the court has held that only a narrowly-defined conscious
disregard of duty — and not mere gross negligence — can
amount to bad faith and deprive the board of the protection of



a §102(b)(7) provision. We consider these three decisions in
Paragraphs 2 through 4 immediately below.

2. Claim rejected in Disney: First, in In Re The Walt Disney Co.
Derivative Litigation, 906 A.2d 27 (Del. 2006) (also known as
the final opinion in Brehm v. Eisner), the Delaware Supreme
Court said that gross negligence without more — even including
a failure to inform oneself of available material facts — cannot
constitute “bad faith” of the sort that deprives the directors of
the protection of a GCL §102(b)(7) exculpatory clause.

a. Rationale: The Disney court reasoned that the legislature, in
enacting §102(b)(7), desired to afford “significant protections
to directors of Delaware corporations.” To read the statute in a
way that “conflates the duty of care with the duty to act in
good faith by making a violation of the former an automatic
violation of the latter, would nullify those legislative
protections|[.]”

b. Consequence: Therefore, according to Disney, to qualify as
the sort of bad faith that will deprive a director of the
protection of the §102(b)(7) exculpation clause, a director’s
conduct must rise to the level of an “intentional dereliction of
duty, a conscious disregard for one’s responsibilities.”

3. Failure of oversight: Then, in Stone v. Ritter, 911 A.2d 362
(Del. 2006), the court made it clear that this “gross negligence
does not constitute bad faith” ruling covers claims that the
directors failed to adequately supervise the corporation’s
operations. As we noted above (supra, p. 177), the directors will
have liability for poor oversight only if they either:

[1] “utterly failed to implement any reporting or information
system or controls”; or

[2] “having implemented such a system or controls,
consciously failed to monitor or oversee its operations|,]
thus disabling themselves from being informed of risks or
problems requiring their attention.”

Furthermore, the court said in Stone, neither of the above two



failures will be found to have occurred unless the plaintiff
shows that the directors “knew that they were not discharging
their fiduciary obligations.”

4. The “offer to buy the company” scenario: Then, in the last
case of the trio, the Delaware Supreme Court held that this
“gross negligence does not constitute bad faith” standard also
applies to limit directors’ liability for mishandling an offer to
acquire the company. Only if the directors are shown to have
“utterly failed to attempt to obtain the best sale price” will they
be liable for bad faith in the takeover context. Lyondell
Chemical Co. v. Ryan, 970 A.2d 235 (Del. 2009).

Example: The directors of Lyondell receive a $48/share
buyout offer from Blavatnik at a substantial premium to the
existing share price. Blavatnik says that this is his final offer,
and must be accepted within one week or it will be off the
table. During that week, the directors meet several time to
consider the offer, solicit and follow the advice of their
financial and legal advisors (which is to take the offer because
it’s higher than anyone else will likely pay), at least briefly
attempt to negotiate a higher offer, and approve the agreement
because they believe it’s simply too good not to pass along to
stockholders for their consideration. After the board accepts
the offer and shareholders approve it, some investors bring a
class action, alleging that the board showed bad faith in not
doing more to get a higher price.

Held, summary judgment granted against the Ps. In the
acquisition context, the directors will be liable for breach of
the duty of loyalty only if they are shown to have “utterly
failed to attempt to obtain the best sale price.” Here, the
multiple board meetings, the soliciting and following of the
advisors’ advice to take the deal, and the members’ belief that
the offer was simply too good not to pass along to
stockholders for their consideration, were more than enough to
show that the directors did not fail to even attempt to obtain
the best price. Lyondell Chemical Co. v. Ryan, supra
(discussed further infra, p. 464).



5. Summary of “gross negligence” vs “bad faith” in
exculpation-clause cases: Taken together, Walt Disney, Stone
v. Ritter and Lyondell Chemical establish several propositions
regarding director liability in the common situation in which the
corporation has a §102(b)(7) exculpation clause:

[1] Where there is an exculpation clause, the directors will
not be liable for “gross negligence,” and will be liable
only if they are shown to have acted in “bad faith.”

[2] “Bad faith” requires a showing that the directors “utterly
failed to [even] attempt” to discharge their fiduciary duties.

[3] Consequently, where a Delaware corporation has an
exculpation clause, it will take a very extreme fact pattern
for the directors to be found liable for breach of the duty of
loyalty, assuming the directors were not in a conflict
position (see infra, p. 197). Essentially, the directors would
have to have either (1) not even tried to discharge their
responsibilities, or (2) been fully aware that the actions
they were taking conflicted with their duties.

G. Failure to make disclosure: Under some circumstances,
directors’ or officers’ failure to make accurate disclosure of
information to shareholders may constitute a breach of the duty of
due care.

1. Shareholder action sought: The most straightforward example
arises when directors seek shareholder approval of some
corporate action — when they do so, their duty of due care (as
well as their duty of loyalty, see infra, p. 197) requires that they
communicate truthfully about the merits of the proposed action.

Example: Suppose that the board of X Corp. wants to merge
the corporation into Y Corp., in a transaction in which X Corp.
shareholders will end up with shares in Y Corp. Assuming that
state law requires the board of X Corp. to obtain informed
shareholder approval of the proposed transaction (as most
states would require — see infra, pp. 378, 390), the board’s
duty of due care and loyalty would require it to exercise



reasonable care in disclosing to shareholders the facts needed
for the holders to make an informed decision. For instance,
suppose the board completely failed even to make reasonable
efforts to ascertain, or to communicate to X’s shareholders, the
business prospects for a combined X Corp and Y Corp. A
court might well hold that the board’s failure to ascertain the
facts and disclose them constituted a violation of the duty of
due care, making the board liable in, say, a shareholder’s
derivative action (see infra, p. 318).

2. Shareholder communication not required but given: Now,
however, suppose that the Board of Directors is not required to
communicate with (or get approval of) shareholders on a
particular matter, but chooses to do so anyway. If the board
communicates incorrect information, can it be liable for a breach
of the duty of due care? The Delaware Supreme Court answered
“yes,” in Malone v. Brincat, 722 A.2d 5 (Del. 1998).

a. Facts: In Malone, the Ps were shareholders in Mercury
Finance Co., and the Ds were directors of Mercury. The
complaint alleged that the Ds intentionally and repeatedly
overstated the financial condition of Mercury in reports to
shareholders and the SEC, in breach of their state-law
fiduciary duties. When the true facts were eventually
disclosed, the share price collapsed.

b. Liability possible: The court agreed with the Ps that liability
was at least theoretically possible if the facts alleged in the
complaint were proven. “When the directors disseminate
information to stockholders when no stockholder action is
sought, the fiduciary duties of care, loyalty and good faith
apply. Dissemination of false information could violate one or
more of those duties.” (Because the complaint was poorly
worded — the court couldn’t even tell whether the claim
purported to be a direct or a derivative one — the case was
dismissed with leave to replead.)

c. Business judgment rule: But it’s unlikely that a mere error
in reporting facts to shareholders would trigger a finding of



breach of the duty of due care. The business judgment rule
would normally give the board significant protection in the
case of an “honest,” even if negligent, mistake. However, if
the board failed to put into place reasonable procedures for
gathering accurate information, a breach of the duty of care
might be found.

H. Causation: Even if a director or officer has violated his duty of
due care to the corporation, many cases say that he will not be
personally liable unless this lack of due care is the legal cause of
damage to the corporation. In other words, in many courts the
traditional tort notions of cause in fact and proximate cause apply
in this context.

1. Cause would have happened anyway: Thus if the loss would
have happened anyway even had the directors all behaved with
due care, many courts hold that there is no liability.

2. Delaware rejects: But some states, including Delaware, reject
the requirement of causation when directors are shown to have
violated their duty of care. Thus in Cede & Co. v. Technicolor,
Inc., 634 A.2d 345 (Del. 1993) the Delaware Supreme Court
held that once P shows that the directors breached their duty of
care, that showing overcomes the protection that directors get
from the “business judgment” rule (see infra, p. 182). At that
point, P has established a prima facie case — even if he can’t
show that exercise of due care would have avoided the loss —
and the burden of proof shifts to the defendants: unless the
defendants carry the burden of showing the “entire fairness” of
the transaction, they will be liable.

3. Joint and several liability: When multiple directors are
charged with breaching their duty of due care, each will (if she’s
smart) argue, “Even if I had behaved with due care, the rest of
the board would probably not have listened to me, and the loss
would have happened anyway.” However, at least some courts
hold that any board member who violates his duty of due care is
jointly and severally liable with all other directors who have
done so, as long as the board collectively was a proximate cause



of the loss; each director is treated as a “concurrent cause” of the
harm, and is liable even though his own due care probably would
not have made a difference. See ALI Prin. Corp. Gov., §7.18,
Comment d (taking “no position” on whether the liability should
be joint-and-several or, instead, apportioned.)

III. THE BUSINESS JUDGMENT RULE

A. The rule generally: The “business judgment rule” may be
thought of as a “judicial gloss” on what it means for a director to
exercise due care. Even if the director’s conduct might seem to lack
due care when viewed from a general “reasonable person” benefit-
versus-burden tort perspective, the more precise business judgment
rule may save the director from liability.

B. Statement of the rule: There is no single universally-accepted
statement of the business judgment rule. The basic idea behind the
rule seems to be that “[business] decisions made upon reasonable
information and with some rationality do not give rise to
directorial liability even if they turn out badly or disastrously from
the standpoint of the corporation....” Nutshell, p. 310. In other
words, the court will not find an absence of due care merely from
the fact that the decision was unwise.

Example: The Ds are the directors of American Express Co.
They have caused the corporation to distribute the shares it
holds in a separate company, DLJ, to shareholders as a special
dividend. P, an American Express shareholder, brings a
derivative suit against the Ds; he alleges that they should have
had American Express sell these DLJ shares on the open
market instead of distributing them as a dividend. He points
out that this technique would have resulted in substantial tax
savings to shareholders.

Held, for the Ds. P makes no claim that the Ds engaged in
fraud or self-dealing. P is merely claiming that a different
decision by the board would have been more advantageous.
But a complaint alleging merely that some other decision
would have been wiser does not state a cause of action,



because of the business judgment rule. “More than
imprudence or mistaken judgment must be shown.” Here, the
evidence shows that the directors considered the tax
advantages of selling the stock rather than distributing it, but
were worried that this path would hurt the corporation’s
reported earnings; their decision will not give rise to liability
so long as it was reached in good faith. Kamin v. American
Express Co., 383 N.Y.S.2d 807 (N.Y.Sup.Ct. 1976).

1. ALI definition: The clearest definition of the business
judgment rule is perhaps the one given in the ALI’s Principles of
Corporate Governance:

§4.01(c) “A director or officer who makes a business judgment in good faith
fulfills the duty [of care] if the director or officer
(1) is not interested in the subject of the business judgment;

(2) is informed with respect to the subject of the business judgment to the extent
the director or officer reasonably believes to be appropriate under the
circumstances; and

(3) rationally believes that the business judgment is in the best interests of the
corporation.”

a. Interpretation: Thus a director who asserts that he is
protected by the business judgment rule has to prove three
things under the ALI’s approach:

[1] that he was not “interested” (i.e., that he had no conflict of
interest, no personal stake in the outcome that was different
from the corporation’s stake);

[2] that he gathered the reasonably needed information; and

[3] that he honestly, and rationally, believed that his decision
was in the company’s best interest.

So, assuming that the director has no conflicts and gathers
adequate information, the essence of the business judgment
rule is that mere rationality is all that is required — as long
as the decision is not entirely crazy or outside the bounds of
reason, the fact that (when judged by reference to the facts
known to the director) it was very unwise, will not be enough
to make the director liable.



2. Model Act: The MBCA, by contrast, does not attempt to codify
the business judgment rule at all. §8.30(a) sets forth the general
duty of due care (including the requirement that the director act
in a manner that the director “reasonably believes to be in the
best interests of the corporation”). The Official Comment to
88.30 says that the elements of the business judgment rule, and
its impact on the duty of due care, are left to the courts.

3. Relation between general duty of care and the business
judgment rule: At first blush, the business judgment rule seems
in conflict with the general duty of due care described above.
Probably the best way to see how the pieces fit together is this:
The duty of due care imposes a fairly stern set of procedural
requirements for directors’ actions — the director must act in
good faith (e.g., not be pursuing his own interests), and he must
get all reasonably needed information before deciding. Once
these procedural requirements are satisfied, however, the
business judgment rule sets out a far more easily satisfied
standard with respect to the substance of the business decision:
that decision will be upheld so long as it is “rational” (a weaker
requirement than that the decision be “reasonable”).

4. Rationale: There seem to be three main reasons for limiting
directors’ liability by use of the business judgment rule:

a. Risk-taking directors: First, a certain amount of innovation
and risk-taking is essential if businesses are to grow and
prosper. It is generally in the shareholders’ interests to have
their directors take at least rational risks on the corporation’s
behalf. Without the business judgment rule, directors would
become much more conservative and anti-risk, and the overall
economic performance of corporations generally would
probably decline.

b. Courts are poor judges of business reality: Second,
directors — like executives — must constantly engage in a
“risk/return calculus.” Judges, especially acting from
hindsight, are not very good at making this kind of calculus —
they have no training in it — so they may reach inappropriate



conclusions if we let them second guess business people. “A
reasoned decision at the time made may seem a wild hunch
viewed years later against a background of perfect
knowledge.” Joy v. North, 692 F.2d 880 (2nd Cir. 1982).

c. Directors as poor “cost avoiders”: Finally, imposing
greater director liability would make directors a form of “cost
spreaders.” But any given director is a poor cost spreader,
since he probably serves only a few companies, and cannot
incorporate the cost of his mistakes into the price he charges
for his services. (This is in contrast to the ability of, say,
lawyers or accountants to buy malpractice insurance and
therefore spread among many clients the cost of law or
accounting mistakes.) Shareholders can spread the risk of
business misjudgments far more easily by diversifying their
portfolios than directors can spread this risk by serving on
multiple boards.

See generally Joy v. North, 692 F.2d 880 (2d Cir. 1982).

C. Requirements for application of rule: As we noted above, most
courts appear to impose three requirements before the director or
officer will gain the protection of the business judgment rule: (1) he
must not have any private interest in the outcome different from the
corporation’s interests, i.e., there must be no taint of self-dealing;
(2) he must have made the judgment only after gathering the
reasonably needed information; and (3) he must have “rationally
believed” that his judgment was in the corporation’s best interest.
See ALI, Prin. Corp. Gov., §4.01(c). We now consider each of
these requirements in turn.

1. No self-dealing: First, the director or officer will lose the
protection of the business judgment rule if he has an “interest”
in the transaction. Thus if he is a party to the transaction, or is
related to a party, or otherwise has some financial stake in the
transaction’s outcome that is adverse to the corporation’s stake,
the business judgment rule will not apply. So any taint of self-
dealing by the director will be enough to deprive him of the
business judgment rule’s protection.



a. Rationale: The rationale behind the business judgment rule
is that we want to protect honest (even if mistaken) cases of
business misjudgment. But if the director has engaged in self-
dealing, he has not really engaged in business judgment (in the
sense of judgment on behalf of the corporation) at all —
instead he has been engaged in pursuing his own objectives.
This conduct is not the kind of action we want to protect with
a special rule that makes recovery very difficult. Clark, p. 138.

Example: X is an officer and director of Printing Corp. He
votes to have Printing Corp. purchase most of its paper from
Paper Corp. Paper Corp. charges an average of 5% more for
the same paper as is available, on substantially the same
delivery and credit terms, from Discount Corp. Normally, X’s
decision to vote to have the purchases made from Paper Corp.
would be protected by the business judgment rule (assuming
that X acts with reasonable information, and his decision is not
wholly irrational; see infra). However, it turns out that X is a
secret substantial shareholder in Paper Corp., who will benefit
financially by this large volume of business from Printing
Corp. Therefore, X is “interested” in the transaction and he
thus will not get the protection of the business judgment rule.

Note: The law governing self-dealing transactions is
discussed extensively beginning infra, p. 197, and is an
extremely important body of law. The point we are stressing
here is that self-interested transactions, unlike other
transactions, don’t get any special benefit from the business
judgment rule.

2. Informed decision: The requirement that has the greatest
practical importance is that the decision must have been an
“informed” one in order to be protected by the business
judgment rule. That is, the director or officer must have gathered
at least a reasonable amount of information about the decision
before he made it. As one court has put it, the directors must
inform themselves “prior to making a business decision, of all
material information reasonably available to them.” Aronson v.
Lewis, 473 A.2d 805 (Del. 1984).



a. Gross negligence standard: However, even with respect to
his duty to become “informed,” the business judgment rule is
not as tough as it might sound. Most courts would probably
hold that a director loses the benefit of the rule only if he was
grossly negligent in the amount of information he gathered. In
other words, mere “ordinary” negligence in obtaining
available information, like mere negligence on the substantive
merits of the decision, will not be enough to cause liability.

Example: Suppose that the directors of X Corp. are asked to
approve X’s acquisition of Y Corp. The President of X gives
the directors ten years of financial information on Y, but
director D only reads the last three years of this information. D
(as well as his fellow directors) approves the acquisition, it
goes forward, and it turns out disastrously because of
embezzlements carried out by the founder of Y (who is kept
on). Had D read the financial statement from seven years
previously, he would have discovered in a footnote reason to
doubt the honesty of the founder.

On these facts, a court would probably hold that D gets the
benefit of the business judgment rule (thus validating his
decision to acquire as long as it was not completely irrational)
so long as he was not “grossly negligent” in limiting his
reading to the three most recent years. Probably a court would
find that while this limited research may have been negligent,
it was not “grossly” negligent. See, e.g., Smith v. Van Gorkom
(discussed extensively infra, this page), in which the court said
“we think the concept of gross negligence is ... the proper
standard for determining whether a business judgment reached
by a board of directors was an informed one.”

b. All circumstances considered: In determining whether the
decision was an informed one, the court will generally
consider all of the surrounding circumstances. For example,
if the board’s decision had to be made in an extremely short
time period, a smaller amount of information will have to be
gathered than if the court had months or years in which to
make the decision.



c. The key case of Smith v. Van Gorkom: The requirement that
the decision be an “informed” one is the key to the most
important business judgment rule case to be decided in
modern times, Smith v. Van Gorkom, 488 A.2d 858 (Del.
1985). Van Gorkom represents a striking exception to the
usual rule that if there is no taint of self-interest, and at least
some attention paid to directorial responsibilities, the business
judgment rule will shield the directors for liability for their
decision.

il

il

Facts: The precise facts of Van Gorkom are of utmost
importance, so we consider them in detail. The Ds were the
directors of Trans Union Corp., including its
chairman/CEOQO, Van Gorkom. Trans Union was publicly-
held, and Van Gorkom held a sizeable, but minority, stake.
Van Gorkom was near retirement age, and apparently
wished to sell his shares prior to retirement. He had his
chief financial officer compute the price at which a
leveraged buyout could be done; the CFO reported that at
$50 per share, the corporation’s cash flow would easily
support a buyout, but that at $60 a share the cash flow might
not be sufficient. Van Gorkom then, without consulting
with anyone else in senior management, proposed to his
friend Pritzker (a well-known corporate acquirer) to sell
him the company for $55 per share. The company’s price on
the New York Stock Exchange had recently fluctuated
between $29 and $38, and in its history had never been
higher than $39 1/2. Pritzker agreed to a $55 per share
buyout price.

Board approval: Van Gorkom did not attempt to get any
other offers for the company. Nor did he ever commission a
formal study of the company’s value. Instead, he went to his
board of directors and asked them to approve the sale to
Pritzker at $55. He did not invite the company’s investment
bankers to the board meeting. He told the board that
Pritzker was demanding an answer within three days. Most
members of senior management opposed the deal on the



grounds that the price was too low. The board was not
shown the proposed merger agreement, or any documents
concerning the value of the company; it relied solely on
Van Gorkom'’s oral presentation, the chief financial
officer’s statement that the price offered was in the “low”
range of appropriate valuation, and an outside lawyer’s
advice that the board might be sued if they failed to accept
the offer. The board approved the buyout on this basis. The
sale went through at $55 per share.

iii. Holding: The Delaware Supreme Court, by a three-two
vote, held that the directors had been grossly negligent in
failing to inform themselves adequately about the
transaction that they were approving. The majority seemed
especially influenced by the fact that: (1) it was Van
Gorkom, not Pritzker, who promoted the deal and named
the eventual sale price, and the board never ascertained this;
(2) the board had made no real attempts to learn the
“intrinsic value” of the company; (3) the board had no
written documentation before it and relied completely on
oral statements, mostly by Van Gorkom; and (4) the board
made its entire decision in a two hour period, with no
advance notice that a buyout would be the subject of the
meeting, and in circumstances where there was no real
crisis or emergency. (The board claimed that it had reserved
the right to take any higher offer, but the court found that
this reservation was illusory, because of tight limits that the
Pritzker agreement placed upon the board’s ability to accept
higher offers from third parties. In any event, the two other
bidders who came forward never made a serious offer,
apparently in part because of limits placed on other offers
by the board’s deal with Pritzker.)

iv. Dissent: The two dissenters argued that the directors’
decision to approve the merger should have been protected
by the business judgment rule. One of them pointed out that
the directors were highly sophisticated businessmen who
were very well informed about the company’s affairs.



v. Significance: The Van Gorkom decision is quite
extraordinary. Here we have a buyout done at a price that
was 40% above the highest price that the stock had ever
traded for in its history. Yet the directors were held grossly
negligent for approving the buyout! Perhaps the real key to
the decision is that a majority of the court felt that the
directors acceded to an autocratic leader (Van Gorkom),
rather than making their decision in a collaborative manner.
See Clark, p. 129.

vi. Large stakes: Observe that the stakes for the defendant
directors in a case like Van Gorkom are enormous. Had the
court finally decided that the buyout was $5 lower than a
fully-informed transaction would have been done at, the 20
million shares outstanding would have produced a verdict
of $100 million! In reality, the case was settled for $23
million (though this did not come out of the directors’
pockets — about half came from directors’ liability
insurance and the rest from Pritzker, who apparently paid it
voluntarily). S,S,B&W, pp. 714-15.

vii. Lesser guilt: Also striking is the fact that the other
directors were held jointly and severally liable even though
Van Gorkom was clearly the person primarily responsible
for the transaction. The explanation is probably that the
defendants pursued what turned out to be a poor litigation
strategy: the court repeatedly asked them whether there
were reasons to treat some directors differently from other
directors, and they answered “no,” preferring to pursue a
“one for all and all for one” strategy. See Nutshell, p. 315;
S,S,B&W, p. 714. Therefore, the court treated them as
being jointly and severally liable.

viii. Significance: The Van Gorkom case seems most
significant for the proposition that process is exceptionally
important in obtaining the benefits of the business
judgment rule. Had the board members reviewed the
proposed merger agreement, and obtained an investment
banker’s opinion that $55 was a “fair” price, the court



would probably have found that the decision was an
“informed” one, and was therefore protected by the
business judgment rule. Thus the actual merits of the
decision — whether $55 was an appropriate price —
wasn’t what really made the difference in Van Gorkom.

d. Takeover context: As Van Gorkom illustrates, directors
must do more than merely “go through the motions” in
approving major business transactions. Especially in the
takeover area, the directors must go out of their way to gather
all relevant information, must take whatever time is
reasonably available in the circumstances before deciding, and
must interrogate management closely rather than merely
“rubber stamping” management’s recommendations.

3. The requirement of a “rational” belief: The final requirement
for the business judgment rule, according to most courts, is that
the director must have “rationally believed” that his business
judgment was in the corporation’s best interest. See, e.g., ALI
Prin. Corp. Gov., §4.01(c)(3). That is, the director must actually
believe he is acting in the corporation’s best interests, and this
belief must be at least rational.

a. Meaning of “rational”: Observe that the requirement is
merely that the belief in the soundness of the decision be
“rational,” not that it be “reasonable.” In other words, so long
as the belief is not totally beyond the bounds of reason, it will

be sustained even though most people might not have held that
belief.

b. Refers to belief, not substance of decision: Also, keep in
mind that what has to be rational is the director’s belief that
the decision is in the corporation’s best interests, not the
decision itself. Therefore, as long as the director (1) had a
rational basis for believing that he had followed sensible
decision-making procedures (e.g., he rationally believed that
he had gathered the appropriate information before deciding),
and (2) had a rational basis for believing that he was
attempting to pursue the corporation’s interests (rather than,



say, his own interests), that will be the end of the matter.

i. No scrutiny of merits of decision: An important
corollary of this emphasis on the rationality of the “belief,”
not the rationality of the underlying decision, is that the
court ought to focus on the directors’ decision-making
process, and ought rarely to consider the merits of the
underlying decision. As one court has put it, “it is obvious
that a court must examine the circumstances surrounding
the decisions in order to determine if the conditions warrant
application of the business judgment rule. If they do, the
court will never proceed to an examination of the merits of
the challenged decisions, for that is precisely what the
business judgment rule prohibits.” Cuker v. Mikalauskas,
692 A.2d 1042 (Pa. 1997). So, for instance, if the case
arises in the form of a shareholder’s derivative suit (see p.
318, infra), and the decision in question is the board’s
decision to terminate the suit, the court will never consider
whether the suit itself had substantive merit, but will merely
consider such procedural issues as whether the board or its
sub-committee was “independent” when it made the
dismissal decision, whether it conducted a reasonable
investigation into the merits of the derivative suit, etc.

(1) No 20/20 hindsight: The idea that a court deciding
whether to apply the business judgment rule should not
review the substantive merits of the underlying decision
is often captured by saying that the court will not use
“20/20 hindsight.” See, e.g., Brehm v. Eisner, 746 A.2d
244 (Del. 2000) (discussed at length supra, p. 175): “It is
the essence of the business judgment rule that a court
will not apply 20/20 hindsight to second-guess a board’s
decision, except ‘in rare cases [where] a transaction may
be so egregious on its face that the board approval
cannot meet the test of business judgment.’”

D. Exceptions to rule: Even where these three requirements for the
business judgment rule are satisfied, there is at least one kind of
situation (and possibly a second) where the court will find the rule



inapplicable.

1. Illegality: If the act taken or approved by the director is a
violation of a criminal statute, the director will lose the benefit
of the business judgment rule. This is true even if the director
was pursuing what he saw as the corporation’s rather than his
own interests, was acting based on full information, and
rationally believed that his action would benefit the corporation
(the three standard requirements for the rule). Even if there has
been no criminal prosecution, if a civil plaintiff can show that the
act was a criminal violation, the defendant will lose the benefit
of the business judgment rule and his conduct will be evaluated
solely based on the general duty of due care. (The director is then
likely to lose, on the grounds that it is not due care to advocate or
permit a violation of the criminal laws.)

a. Shareholders as protected class: This “illegality” exception
to the business judgment rule is especially likely to be invoked
if the court concludes that shareholders are among the class
meant to be protected by the criminal statute in question.

Example: A statute forbids corporate charitable
contributions. The purpose is to protect shareholders’ financial
interest. If a shareholder sues to recover illegal contributions,
the court is likely to hold that the contributions violated the
duty of due care if the board knew of them.Cf. Miller v.
American Telephone & Telegraph Co., 507 F.2d 759 (3d Cir.
1974).

2. Pursuit of “social” goals: Some courts recognize yet another
exception to the business judgment rule: the pursuit by a director
of broad social or political goals not related to the corporation’s
welfare. For instance, if the directors of a computer corporation
(whose operations have very little to do with health care) were to
donate, year after year, 50% of its net profits to a foundation for
cancer research, a court might well hold that this extreme pursuit
of social welfare goals at the expense of the corporation’s
profitability should not be protected by the business judgment
rule. This might be the case even if the directors honestly, though



mistakenly, believed that such donations were in the
corporation’s best overall interests (thus perhaps satisfying the
“rationally believes” requirement for the business judgment
rule).

a. Contrary view: However, even in this kind of extreme
situation, it is not clear that the court would refuse to apply the
business judgment rule. Courts tend to give extremely wide
latitude to directors’ judgments that charitable or social (and
perhaps even political) purposes mesh with the corporation’s
own financial interests. In any event, the corporation will
usually be able to dress up its decision into one that is at least
rationally related to the corporation’s own financial interests.

Example: P, a minority stockholder in the Chicago Cubs
baseball team, brings a stockholders’ derivative action against
the directors of the team. P alleges that one of the Ds, Philip
Wrigley (owner of 80% of the stock) has refused to allow
lights to be placed in Wrigley Field, not because he thinks this
will benefit the corporation but because he holds the personal
social/political opinion that “baseball is a daytime sport” and
that the installation of lights will have a bad effect upon the
surrounding neighborhood.

Held, for Wrigley and the other defendant directors. It is not
clear that these motives, even if proven, are contrary to the
best interests of the corporation and its stockholders. For
instance, if the neighborhood around the park were to
deteriorate because of lights, the value of the corporation’s
property (the park) would deteriorate; also, patrons might be
less willing to come to the park if it were now in a
deteriorated, poorer, neighborhood. (The fact that all other
teams have implemented night baseball is irrelevant, because
“it cannot be said that directors, even those of corporations
that are losing money, must follow the lead of the other
corporations in the field.”) Shlen-sky v. Wrigley, 237 N.E.2d
776 (11l. App. Ct. 1968).



IV. MODERN STATUTORY MODIFICATIONS TO THE
RULES OF DIRECTOR LIABILITY

A. Reason for statutory modifications: As the number of suits
successfully holding directors liable for breach of the duty of due
care has multiplied, many states have tried to counteract this trend
by modifying their statutes. In general, these states appear to feel
that increasing directors’ and officers’ risk of personal liability does
not improve the economic efficiency of business as a whole, and
certainly does not improve a state’s ability to induce corporations
to choose that state as their domicile.

B. Some typical approaches: There are at least four approaches that
states have taken to reduce the practical burdens of director liability
for money damages for breach of the duty of due care:

1. Allow shareholders to amend charter: Some states have
allowed the shareholders to amend the corporate charter to
eliminate or reduce directors’ personal liability for violations of
the duty of due care. For instance, Delaware GCL §102(b)(7)
allows the shareholders to modify the corporation’s charter to
eliminate money damages for breach of the duty of due care, so
long as the director has acted in good faith without knowingly
violating the law and without obtaining any improper personal
benefit. (For more about this provision, see supra, p. 178.)

2. Looser standard of care: Some states have made the standard
of care looser, so only more egregious conduct will give rise to
personal liability. For instance, Indiana and Ohio now allow
recovery only where the director has intentionally harmed the
corporation or acted “recklessly.” See Ind. Code §23-1-35(1)(e)
(2); Ohio Code §1701.59.

3. Limiting damages: Some states have placed a limit on the
amount of money damages that may be recovered against the
director or officer. For instance, in Virginia personal liability is
generally limited to $100,000 (or any lesser sum put in the
company’s charter by shareholder vote). Va. Code §13.1-692.1.

4. Greater right to indemnify: Finally, many states now allow



the corporation to completely indemnify directors and officers
for any liability they may have for breach of the duty of due care.
This topic is discussed extensively infra, p. 341.

See generally S,S,B&W, pp. 734-736.

—
Quiz Yourself on

THE DUTY OF CARE & THE BUSINESS JUDGMENT RULE
(ENTIRE CHAPTER)

43. Teddy Roosevelt is chairman of the board of a Delaware-chartered linen
supply company, Bully Sheet, Inc. The board of directors is thinking of
paying a dividend to the shareholders. (The directors are aware that the
jurisdiction, like most, prohibits dividends when the effect would be to
leave the corporation unable to pay its bill.) The directors therefore call in
the company’s chief financial officer, Ben Counter, who tells them that
paying the dividend would not affect Bully Sheet’s ability to meet its
financial obligations. The directors are somewhat surprised by this, since
they know that the company hasn’t met its payroll recently. Nonetheless,
relying on Counter’s report, they go ahead and declare a dividend.

(a) A shareholder subsequently brings a derivative action against the
directors, trying to hold them liable for improperly paying the dividend at
a time when the corporation could not in fact afford to pay it. The
directors defend by claiming that they satisfied their duty of care by
relying on the opinion of an expert, Counter. Who’s correct?

(b) What could the board and shareholders of Bully Sheet do to make
sure that future claims like the derivative claim in (a) could not possibly
succeed?

44. Carlo Bonaparte is majority shareholder of the Elba Real Estate
Development Corporation. His two sons, Napoleon and Joseph, are
minority shareholders, as well as officers and directors of the corporation.
When Carlo dies, he leaves his interest in Elba to his widow, Letizia, who
also becomes a director. Napoleon, as President, asks for board approval
of the use of $1 million of corporate funds to attempt to acquire the island



45.

of Sardinia from an unaffiliated third party. In a 3-hour board meeting to
consider the acquisition, Letizia and Joseph ask a number of questions, to
which Napoleon gives answers that seem at least superficially reasonable.
The board also reads a report on the proposed acquisition prepared by the
company’s accountants; the report concludes that the acquisition will
probably be profitable, and that the price, though high, is within a
reasonable range. At the conclusion of the meeting, Letizia says, “Well,
I’d prefer that we stockpile our cash rather than going into this somewhat
risky venture, but Nappy, if you really think it’ll work out ok, I’ll support
you despite my doubts, because you’ve got a good feel for these real-
estate purchase deals and I trust you to make money for the company.”

Joseph votes against the acquisition, but between Letizia and Napoleon
the proposal has enough votes to pass. A typical reasonably-able real
estate investor would probably have voted against the transaction,
because the price was about 25% above prevailing prices for such
property, and the financial risks were clearly visible. The acquisition
proves disastrously unprofitable, and causes the company to go broke.
Joseph sues Letizia, alleging that she violated her duty of due care in
voting for the acquisition.

(a) If you represent Letizia, what doctrine would you assert as a reason
for holding Letizia not liable?

(b) If you make the argument referred to in part (a), what will be the
likely result of the suit?

Lillian “Mama” Carlson is chairman of the board of Cincinnati
Communications, Inc., (CCI) whose sole asset is radio station WKRP.
Lillian rules WKRP with an iron fist, dominating the other seven board
members — her son Arthur, Andy Travis, Jennifer Marlowe, Les
Nessman, Venus Flytrap, Herb Tarlek, and Dr. Johnny Fever. Sosumi
Inc., a giant Japanese communications company, offers to buy CCI for
$50 a share. CCI is currently trading on the NYSE at $39 a share. Lillian
wants to accept the offer, but realizes she needs board approval. At a
special board meeting called on one day’s notice, Lillian makes a 20-
minute presentation about the offer. She doesn’t supply — and the
directors don’t request — a valuation study or a written copy of the
purchase terms. After her presentation, and with very little discussion, she



calls for a vote. The directors unanimously approve the sale. They submit
it to a shareholder vote shortly thereafter, with their recommendation. The
shareholders approve it. Thereafter, a minority shareholder, Bailey
Quarters, sues the directors for violating their duty of care to the
corporation, asserting that the value was closer to $80 a share. (Assume
that Quarters is correct, that another bidder could have been found who
would have paid $80.) The directors claim that their decision is shielded
by the business judgment rule. What’s the likely result?

46. Frank N. Stein wants to incorporate in Delaware his business, Frankie’s
Body Shop, which sells cadavers to be used in medical research. In order
to lure qualified directors to his board, he agrees to put a clause in the
articles of incorporation attempting to insulate the directors from breaches
of the duty of care.

(a) Assume that the clause says, “No director shall be liable for money
damages of any sort, arising from the violation of the duty of due care,
regardless of the nature of the act or omission giving rise to the
violation.” Will the clause be enforceable as written?

(b) Assume that the clause says, “No director shall be liable for money
damages arising from the violation of the duty of due care, so long as the
director acted in good faith, without knowingly violating any statute or
other law, and without obtaining any improper personal benefit.” Will
clause be enforceable as written?

Answers

43. (a) The shareholder. Directors can violate their duty of care through
inactivity, as by failing to inform themselves of their corporation’s
business. They typically can fulfill their duty to keep themselves
informed by relying on the advice of experts, such as lawyers and
accountants. However, reliance on third parties shields the directors from
liability for failure to exercise due care only when the reliance is
reasonable. Reliance is not reasonable where the director is on notice of
facts or circumstances indicating that the expert is wrong. [174] Here, the



44.

directors know that Bully Sheet hasn’t met its payroll recently; this flies
in the face of Counter’s statement that the company could pay a dividend
and still meet its financial obligations. Once on notice of facts suggesting
that Counter’s statement was unreliable, the directors had at least a duty
to inquire further, a duty that they did not discharge. Since the payment of
the dividend in these circumstances seems to have brought harm to the
corporation (by making it further insolvent), the directors are likely to be
required to reimburse the corporation for the improperly-paid dividend.

(b) Placing an exculpation clause in the corporation’s certificate of
incorporation. Del. GCL §102(b)(7) lets a corporation put into its
certificate of incorporation “a provision eliminating or limiting the
personal liability of a director to the corporation or its stockholders for
monetary damages for breach of fiduciary duty as a director[.]” The
provision can’t cover a breach of the duty of loyalty or good faith, but it
can cover a breach of the duty of care. Since only the duty of care is
involved here, such a provision would make it virtually impossible for a
shareholder derivative suit to succeed on these facts.

(a) You should assert that the “business judgment rule” bars
liability. Under the business judgment rule, a director (or officer) who
makes a business judgment in “good faith” fulfills the duty of care if the
director (1) has no conflict of interest concerning the transaction; (2) is
reasonably well-informed about the transaction; and (3) rationally
believes that the business judgment is in the corporation’s best interests.
[183] You can make a pretty plausible case that Letizia’s decision to vote
in favor of the acquisition satisfied these requirements (see part (b)
below).

(b) Letizia will probably win. As to requirement (1), there’s nothing in
the facts to indicate that Letizia had any conflict of interest regarding the
transaction (for instance, the purchase was made from an unaffiliated
third party.) As to requirement (2), the long board meeting, Letizia’s
detailed questions, and her reliance on the accountant’s report, seem
enough, taken collectively, to have made her “well-informed” about the
acquisition. As to (3), Letizia’s belief that Napoleon knew what he was
doing seems to have been at least “rational,” even if not fully
“reasonable.” Therefore, Letizia probably qualifies for the protection of
the business judgment rule. If the court agrees, it won’t hold Letizia liable
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46.

even though an ordinary director of reasonable prudence would probably
not have voted in favor of the transaction, based on the facts then known
to the board.

The directors will probably lese. Directors have a duty of care toward
the corporation, which they can violate either through inactivity or
negligence. The directors will be protected from even a bad business
decision under the business judgment rule, if they meet the three
requirements described in the previous answer. The problem is that here,
the directors have almost certainly not met requirement (2), that they be
reasonably well-informed before taking the action. The fact that the
directors didn’t have a valuation study or see a copy of the acquisition
agreement, the shortness of the advance notice to directors, the lack of
discussion at the meeting — all of these things indicate a lack of
reasonable information on the part of the board.

Since the board doesn’t qualify for the protection of the business
judgment rule, the question becomes whether the board’s decision
demonstrated “due care” or reasonable prudence. If another buyer really
could have been found to pay $80, selling for $50 probably wasn’t
reasonably prudent. Therefore, the board will probably be held liable to
reimburse the corporation for the money that was left on the table. See
Smith v. Van Gorkom, so holding on roughly the same facts. [186]

Note that, had the directors not been procedurally careless — i.e., had
they deliberated and done a valuation, but honestly, mistakenly valued the
corporation too low — the business judgment rule probably would have
protected their decision. (The prior question is an example of how this
protection might have applied.)

(a) No, probably. Delaware, like most states, will not allow a
corporation to nullify the duty of care as completely as this clause
purports to do. In particular, this clause would absolve a director from
liability even if he knew that the corporate action he was approving
violated the law, or even if the director was engaging in self-dealing, and
most state courts, including Delaware’s, would not allow such a complete
waiver of liability. See Del. GCL §102(b)(7), listing a number of wrongs
to which an exculpation clause may not apply, including an act or
omission that violates the director’s “duty of loyalty,” that is “not in good



faith,” or that involves “intentional misconduct or a knowing violation of
law.”

(b) Yes. Because this clause requires good faith, and doesn’t apply if the
corporate action is known to be illegal or constitutes self-dealing, the
clause meets the requirements of Delaware law (and probably that of
most jurisdictions). See Del GCL §102(b)(7), discussed in part (a) above.
[190]
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# Exam Tips on
THE DUTY OF CARE & THE BUSINESS
JUDGMENT RULE

The duty of care — and its sibling, the business judgment rule — are two of
the most frequently-tested subjects. Be alert to these issues whenever a fact
pattern involves a decision by an officer or the board which could be
characterized as unwise.

« Never consider “duty of care” in the abstract — always discuss it in
conjunction with the business judgment rule. In other words, phrase the
initial issue as “did the directors exercise due care?” but then say
something like, “If the conditions for the business judgment rule are met,
the court will find that the board satisfied its duty of care even though the
transaction turned out badly or seems to the court to have been
substantively unwise.”

> Remember the three things a director must do to qualify for the
business judgment rule:

2 she must not be “interested” (i.e., have a financial stake apart from
the corp’s own interest) in the subject matter of the action;

3 she must be reasonably informed about the decision she’s making;
and

O she must rationally believe that the judgment she’s making is in the
best interests of the corp.



s> Remember that absent directors are held to the same standard as
directors who attended the meeting during which the board approved of
a particular action. Thus if the board as a whole violated the duty of
due care (i.e., didn’t qualify for the business judgment rule), the absent
directors will also be liable.

i Most frequently-tested aspect of the bus. judg. rule: the directors don’t
make an adequate investigation before they commit large sums of
money to a project.

Example: Pres., the head of Corp., wants to sell Corp. to Acquirer.
Pres. is worried that the present demand for Corp.’s products will be
transitory, and believes that the most favorable sale would be one that
is accomplished rapidly. Therefore, Pres. urges the Corp. board to
approve the sale without debate, and does not fully brief the board on
the reasons why Acquirer’s offer is the best one that can be gotten.
Nor does Pres. or the board have an outsider review the price or other
sale terms. The board probably does not qualify for the bus. judg.
rule, because it was not adequately informed. If so, the board will be
liable for failure to satisfy its duty of care, if its carelessness caused a
disadvantageous sale to be made.

s A variant is that a report describing the proposed transaction is
prepared, but some directors don’t read it — these directors don’t
get the protection of the bus. judg. rule, because they haven’t taken
the available steps to make themselves “reasonably informed.”

== Questions sometimes involve board reliance on the opinions of
others. Here, the rule is that the board is entitled to rely on others
where it is reasonable to do so. For instance, the board can
typically rely on the opinion of the corp’s CPAs, if the latter say
that a proposed acquisition is a profitable business that is being sold
for a standard multiple of earnings.

= Also, check whether the directors have acted in good faith. The
requirement of good faith has two main components:

s First, the directors must have acted in a non-self-interested
manner. If they are acting so as to further their own business
interests, at the expense of, say, a minority holder, the directors will



not qualify for the bus. judg. rule.

Example: The board refuses to pay out any of $5 million of
accumulated earnings as dividends. P, a minority holder, sues to
overturn this refusal, and the majority directors defend on the
grounds that their dividend policies are protected by the bus. judg.
rule. If P can show that the directors’ purpose was to “freeze out” P
— by depriving him of income so that he’d sell his shares back to
the majority at a low price — the directors won’t receive the
protection of the bus. judg. rule.

sz Second, the directors must not have been aware that they were not
discharging their fiduciary obligations. (Cite to Stone v. Ritter on
this point.) At least in Delaware, this means that the directors must
have put in some sort of reporting or information system, and must
have believed that they were doing some sort of monitoring of data
from that system.

== A fact pattern will rarely fail to meet the “rational belief” requirement
for the bus. judg. rule. Remember that so long as the directors’ belief
that the action was in the corp’s interest is not wholly irrational, this
prong will be deemed satisfied. And this is true even if the action
results in financial loss to the corp.

Example: To prevent a minority s/h from acquiring control, Corp.
buys shares from 3 other s/h’s at the asking price of $80/share, a price
in excess of both book value and market value. As long as the
decision was “plausible,” the fact that the judge disagrees about the
decision’s wisdom — or the fact that later events showed that the
shares were not worth the price paid — won’t prevent the bus. judg.
rule from applying.



1. “Subjective bad faith” — where the director is “motivated by an actual intent to do harm” — will
also qualify as conduct that deprives the director of the benefits of the exculpation provision, according
to Disney.



CHAPTER 7
THE DUTY OF LOYALTY

ChapterScope ,

This Chapter covers the duty of “loyalty” owed to the corporation by its
directors, officers and controlling shareholders (which we call “Key

Players.”) Key concepts:

Self-dealing transactions: In a transaction where the Key Player and the
corporation are on opposite sides (e.g., the Key Player sells property to the
corporation), the transaction may be voided by the court, and the Key
Player required to pay damages to the corporation, unless the conflict is
disclosed in advance.

a Approval by disinterested holders or directors: The best way for the
Key Player to avoid self-dealing problems is for her to: (1) disclose the
conflict and the nature of the transaction in advance; and (2) have a
majority of the disinterested directors or disinterested shareholders
pre-approve the transaction after this disclosure.

0 Fairness or ratification: Alternatively, the Key Player will avoid self-
dealing problems if either: (1) the transaction is basically “fair” to the
corporation; or (2) disinterested directors or shareholders ratify the
transaction after the fact, after receiving full disclosure about it.

Executive compensation: Decisions about a senior executive’s salary,
bonuses, stock options or pensions may be overturned if they are clearly
“excessive,” taking into account the nature of the executive’s services.

Corporate opportunity doctrine: Before a director or senior executive
may take for himself an opportunity that is likely to be of interest to the
corporation (e.g., purchase of some property adjacent to the corporation’s
property), he must first offer that opportunity to the corporation. If he
doesn’t, he may be required to surrender the opportunity to the corporation
after the fact, and/or pay damages.



Sale of control: The owner of a controlling block of stock is generally
allowed to sell his shares for an above-market “premium,” without
sharing that premium with other shareholders. However, there are several
exceptions.

I. FIDUCIARY STATUS OF DIRECTORS, OFFICERS
AND CONTROLLING SHAREHOLDERS

A. Key Players as trustees: It is sometimes said that directors,
officers and controlling shareholders are in effect “trustees” of the
corporation, and have a fiduciary obligation to it. As Justice
Cardozo said (in a case involving a joint venture rather than a
corporation, but a case which is often cited in connection with the
duties of corporate directors and officers): “Joint adventurers ...
owe to one another ... the duty of the finest loyalty. Many forms of
conduct permissible in a workaday world for those acting at arm’s
length, are forbidden to those bound by fiduciary ties. A trustee is
held to something stricter than the morals of the market place.”
Meinhard v. Salmon, 164 N.E. 545 (N.Y. 1928).

1. Partial truth: However, the statement that officers, directors
and controlling shareholders are in effect trustees of the
corporation is only partly accurate. It is true that these Key
Players have varying duties to the corporation and its other
shareholders that are somewhat similar to the fiduciary duties
that a trustee incurs. But there are important differences. For
example, a trustee must behave in a prudent manner, whereas the
managers of a business enterprise are expected to take risks,
sometimes big ones (and often ones that would be inappropriate
for a trustee). Similarly, a controlling shareholder may have
certain duties to the corporation and to the minority shareholders,
but he nonetheless owns his shares, and within fairly broad limits
is entitled to sell them when and how he wishes, without concern
for the minority; again, this is quite different from the position of
the trustee, who must put the interests of the beneficiary ahead of
his own interests.



2. Full-time employee: There is one situation in which fiduciary
responsibilities will be quite strictly enforced in corporate law:
any full-time employee of the corporation (including an officer)
is an agent of the corporation, and is subject to all the fiduciary
rules of agency, including a very strict ban on self-dealing.

a. Directors and controlling stockholders: By contrast, an
outside director, and a controlling shareholder who is not
employed by the corporation, are usually held to at least a
somewhat more lenient fiduciary standard. This difference is
especially noticeable in the corporate opportunity context
(infra, p. 219) — a business opportunity that a full-time
employee learns about is much more likely to be found to
“belong” to the corporation, than is a business opportunity that
an outside director or non-employee major shareholder learns
about.

II. SELF-DEALING TRANSACTIONS

A. Kind of transactions we’re concerned with: The first context in
which we need to consider the “duty of loyalty” is the context of
the self-dealing transaction. The key aspect of such transactions is
that the Key Player (officer, director or controlling shareholder)
and the corporation are on opposite sides of the transaction.

1. Why we’re concerned: More precisely, we’re especially
concerned with transactions in which three conditions are met:

a the Key Player and the corporation are on opposite sides;

a the Key Player has helped influence the corporation’s
decision to enter the transaction; and

2 the Key Player’s personal financial interests are at least
potentially in conflict with the financial interests of the
corporation, to such a degree that there is reason to doubt
whether the Key Player is necessarily motivated to act in the
corporation’s best interests.

See Clark, p. 147. When we use the term “self-dealing



transaction” in this book, we’ll be referring to transactions that
satisfy all three of these requirements.

a. Sale of property: For instance, the paradigmatic illustration
of the self-dealing transaction is the sale of property by a
director to the corporation, or by the corporation to the
director. If the director has influenced the corporation’s
decision to make the transaction, there is reason to fear that a
sale by the corporation to the director will be at too low a
price, and a sale by the director to the corporation will be at
too high a price.

2. If transaction with stockholder: Observe that the fact that the
Key Player happens to be a shareholder in the corporation does
not remove this danger of unfairness to the corporation. For even
though damage to the corporation will hurt the Key Player qua
shareholder, the gain to him in his role as independent person
will probably be greater than the loss to him as shareholder. This
is true even if he is the majority shareholder.

Example: Smith owns 70% of the stock of XYZ Corp. He
is also president and one of the three directors. XYZ Corp is
in the business of building hotels on property that it
acquires. Smith happens to own Blackacre, a nice two acre
parcel that he and his fellow directors agree is perfect for
XYZ to build a hotel on. The board approves XYZ’s
purchase of the property from Smith at a price of $1
million.

There is reason to worry that this price is too high and is
therefore unfair to the corporation. True, if the price is
$100,000 too high, Smith will bear $70,000 of this loss
(because he owns 70% of the stock). But on the other hand,
Smith ends up with $100,000 extra in his pocket, so he is
ahead by a net amount of $30,000, and the minority
shareholders are behind by $30,000. Since there is reason to
think that Smith may have influenced the board’s decision
even if Smith himself didn’t vote on the transaction (the
other two directors know that they effectively serve at
Smith’s pleasure, and that he can decline to reelect them



next time), we have all three ingredients for a self-dealing
transaction that should be closely scrutinized: (1) a Key
Player in a transaction with the corporation; (2) the Key
Player possibly influencing the corporation’s decision to
enter the transaction; and (3) the Key Player’s personal
financial interests in conflict with those of the corporation
(Smith wants to sell high, the corporation wants to buy
low). Therefore, a court will probably scrutinize the
transaction fairly closely, and will void it if it appears unfair
to the corporation.

B. Historical rule: Courts have gradually become somewhat more
tolerant of self-dealing transactions.

1. Initial rule: Until the late 1800s, courts were completely
uncompromising: self-dealing transactions were completely
prohibited. For example, it didn’t matter that the transaction was
“fair” when viewed by an impartial observer, or that the
transaction purported to have been approved by a majority of
disinterested directors with full knowledge of the facts.

2. Fair and ratified transactions: By 1910, most courts had
eased that prohibition somewhat: a self-dealing transaction
would be allowed to stand if it was both approved by a majority
of fully-informed disinterested directors, and was “fair” to the
corporation (as determined by the court). But a contract in which
a majority of the board was interested was voidable even if fair.

3. Modern view: By 1960, the still more liberal view that
generally applies today was in place: a self-dealing transaction
found by the court to be fair would be upheld, whether approved
by a disinterested board or not. (In most states, the rule is at least
partly established by statute.)

See generally Clark, pp. 160-61.

4. Rationale: The cases give no clear explanation for this
dramatically increased tolerance for at least those self-dealing
transactions that are found to be fair. Probably much of this
tolerance comes from recognition that there will generally be an



economic benefit to the corporation from allowing fair but self-
dealing transactions — especially in the case of the close
corporation (see supra, p. 133), transactions between a Key
Person and the corporation may be the only way a corporation
can obtain funds, goods or other things it needs.

Example: Suppose that Close Corp. is formed by three
shareholders, A, B and C. The corporation needs working
capital to pursue its business (a service business which so
far has no tangible assets). Banks are unwilling to lend to
Close. A and B cause a corporation that they control to
make an unsecured loan to Close at the prime rate. The
transaction is never approved by the sole disinterested
director, C, and it is never formally ratified by the
stockholders acting as such.

In the late 1800s or even 1910, a court would have
voided the transaction at C’s request, without considering
its fairness to Close. But a modern court would probably
determine that it was fair to the corporation (since it was not
at an excessively high interest rate, and no better terms
seemed to be available from other sources), despite the lack
of direct approval by disinterested directors or shareholders.
The reason is that the transaction has been beneficial to
Close, since it enabled it to get funds that it could not
otherwise easily obtain.

C. Modern rule in detail: Let us now consider in more detail the
modern rule. You must keep in mind that there is substantial
variation among states, and that we are merely trying to summarize
the view of most courts.

1. Statement of rule: Most courts, acting by a combination of
statutory interpretation and common-law principles where the
statute is silent, seem to divide self-dealing transactions into
three categories:

a. Fair transactions: If the transaction is found to be fair to the
corporation, considering all the circumstances, nearly all
courts will uphold it. This is true whether or not the



transaction was ever approved by disinterested directors or
ratified by the share-holders.

b. Waste/fraud: If the transaction is so one-sided that it
amounts to “waste” or “fraud” against the corporation, the
court will usually void it if a stockholder complains. This is
true even though the transaction has been approved by a
majority of disinterested directors (acting with full knowledge
of the transaction they were approving) or ratified by the
shareholders.

c. Middle ground: If the transaction does not fall into either of
these categories — the court is not convinced it’s perfectly
fair, but the unfairness does not amount to waste or fraud —
the court’s response will probably depend on whether there
has been director approval and/or shareholder ratification. If
a majority of disinterested and knowledgeable directors have
approved the transaction, the court will probably uphold it; the
court will similarly uphold it if it has been ratified by the
shareholders. If neither disinterested director approval nor
shareholder ratification has occurred, the court will probably
invalidate the transaction. The burden of proof is on the Key
Player; he must show that the transaction was approved by
either: (1) a disinterested and knowledgeable majority of the
board without participation by the Key Player; or (2) a
majority of the shareholders after full disclosure of the
relevant facts.

2. Summary: Thus the most important variable in the modern
cases seems to be fairness; clearly-fair transactions are always
upheld, clearly-abusive ones (waste or fraud) are always struck
down, and only if the transaction’s fairness is ambiguous will the
fact of disinterested director approval or shareholder ratification
make a difference. See generally, Nutshell, p. 321.

3. MBCA: The corporation statutes of 38 states have explicit
provisions dealing with transactions between the corporation and
a Key Player. Most of these statutes deal solely with contracts
between the corporation and a director, not those between a



corporation and a non-director officer or controlling shareholder.
Probably the most important, and explicit, such statute is MBCA
888.60-8.63. These sections were made part of the MBCA in
1988, replacing a much simpler single provision. Although these
new sections have so far not been widely adopted by the states,
they are likely to become increasingly influential.

a. Typical approach: Also, the general pattern of these MBCA
provisions — that a self-dealing transaction will be upheld if it
is either approved by disinterested directors, ratified by
shareholders or found by a court to have been fair — is typical
of the approach of most states. Therefore, we consider the
MBCA provisions in some detail. §88.60-8.63 are usually
collectively referred to as “Subchapter F” of the MBCA.

b. Key section: The key section of the MBCA Subchapter F is
§8.61:

§8.61 Judicial Action

(a) A transaction effected or proposed to be effected by a corporation (or by an
entity controlled by the corporation) may not be the subject of equitable relief or
give rise to an award of damages or other sanctions against a director of the
corporation, in a proceeding by a shareholder or by or in the right of the
corporation, on the ground that the director has an interest in the transaction if it is
not a director’s conflicting interest transaction.

(b) A director’s conflicting interest transaction may not be the subject of
equitable relief, or give rise to an award of damages or other sanctions against a
director, in a proceeding by a shareholder or by or in the right of the corporation, on
the ground that the director has an interest respecting the transaction if:

(1) directors’ action respecting the transaction was taken in compliance with
section 8.62 at any time; or

(2) shareholders’ action respecting the transaction was taken in compliance with
section 8.63 at any time; or

(3) the transaction, judged according to the circumstances at the relevant time, is
established to have been fair to the corporation.

c. Definitions: Section 8.60 supplies a set of definitions for
Subchapter F; these definitions are too long and convoluted to
be reproduced here in full. However, we discuss a few of the
definitions here.

i. “Director’s conflicting interest transactions”: The core
definition is that of “Director’s conflicting interest
transaction,” defined in §8.60(1) as follows:



(1) “Director’s conflicting interest transaction” means a transaction
effected or proposed to be effected by the corporation (or by an entity
controlled by the corporation)

(i) to which, at the relevant time, the director is a party; or

(ii) respecting which, at the relevant time, the director had knowledge
and a material financial interest known to the director; or

(iii) respecting which, at the relevant time, the director knew that a
related person was a party or had a material financial interest.”

ii. “Related person”: Another key definition is “related
person.” Under 88.60(5), a “related person” encompasses
principally the director’s spouse, child, grandchild, sibling
or parent (or any of these people’s spouses), or any trust or
estate as to which the director is a beneficiary or fiduciary.
But the concept also includes any business or non-profit of
which the director in question is a director or partner.

iii. “Material financial interest”: Next, there is a definition
of “material financial interest”: this means “a financial
interest in a transaction that would reasonably be expected
to impair the objectivity of the director’s judgment when
participating in action on the authorization of the
transaction.” 88.60(4).

iv. “Required disclosure”: Finally, there is a definition of
“required disclosure,” which means “disclosure of (i) the
existence and nature of the director’s conflicting interest;
and (ii) all facts known to the director respecting the subject
matter of the transaction that a director free of such
conflicting interest would reasonably believe to be material
in deciding whether or not to proceed with the
transaction.” 88.60(6).

v. Explanation: Integrating these definitions: no matter
whether the transaction involving the corporation is major
or minor, it’s automatically a “director’s conflicting interest
transaction” if either of the two following things is true:

[1] the director in question, or her close relative (or a
business entity or non-profit that either the director or her
close relative controls or serves as a director) is a party to
the transaction; or



[2] the director or her close relative (or a business entity or
non-profit that either the director or her close relative
controls or serves as a director) has (and knows she has) a
“material financial interest” concerning the transaction.

Example of [1] (D is a party): A director (call him “D”)
of X Corp. uses his influence to cause the board of X
Corp to authorize the purchase of $1,000 worth of office
supplies from Z Corp., of which D is also a director. D is
a multimillionaire, and does not benefit (or think he will
benefit) in any way from the sale of supplies. Because D
is a director of Z Corp., Z Corp. is a “related person” to
D. D does not disclose to X’s board that D is a director of
Z Corp.

Since a related person to D is a direct party to the
transaction with X Corp., the sale of supplies is a
“director’s conflicting interest transaction” as to D.
Therefore (as we’ll see in the next section entitled “three-
part approach”), under the MBCA the court may enjoin
it, or award damages against D in connection with it, if
it’s not approved by the Board or the shareholders of X
Corp. after proper disclosure by D of his interest, and is
“unfair” to X. So, for instance, if X is overcharged by
$400, under the MBCA X can be required to pay the
$400 back to X Corp. in damages, even though the small
size and D’s wealth meant that he did not have a
“material financial interest” in the transaction. In other
words, the fact that a “related person” to D (i.e., Z Corp.)
was a party automatically made the transaction a
“director’s conflicting interest transaction” as to D.

Example of [2] (D has a “material financial interest”
but is not a party): D (again a director of X Corp.)
suggests to X Corp’s board that X Corp. should purchase,
for $1 million, a parcel of vacant land from Sell, an
individual. Sell is not a “related person” to D. However,
unbeknownst to any other board member or executive of
X Corp., not only are D and Sell good friends, but prior



to the transaction Sell has promised D that if Sell is able
to sell the property for $1 MM to X Corp., then Sell will
pay a $50,000 “commission” to D.

This quid pro quo has almost certainly given D a
“material financial interest” concerning the purchase of
the parcel from Sell (since the prospect of receiving a
$50,000 fee “would reasonably be expected to impair the
objectivity of the director’s judgment when participating
in action on the authorization of the transaction,” the
standard for whether the director has a “material financial
interest.”) If so, then under the MBCA a sale authorized
by X Corp’s board is a “director’s conflicting interest
transaction” as to D. Consequently, if D does not disclose
the conflict and then get the transaction approved either
by the Board or the shareholders of X Corp., then unless
the transaction is “fair” to X Corp., a court acting under
the MBCA could either enjoin it or award damages
against D. And that’s true even though D is not directly a
party to the transaction — D’s having a “material
financial interest” is a substitute for D’s being a party to
the transaction. (The same would be true if, say, it was a
sibling or child of D who would get the commission — if
a “related party” to the director has a material financial
interest in the transaction, it’s the same as if the director
himself had such an interest.)

d. Three-part approach: The guts of Subchapter F are set
forth in §8.61 (reproduced above). That section imposes two
major rules:

i. Non-conflict transactions: Where a transaction is “not a
director’s conflicting interest transaction” (under the
definitions summarized in (c) above), the court may not
enjoin it or set it aside on account of any interest which the
director may have in the transaction.

ii. Conflict transactions: If the transaction is a “director’s
conflicting interest transaction,” the corporation and the
director receive a “safe harbor” for the transaction — and



the court may thus not set it aside — if: (1) a majority of
disinterested directors approved it after disclosure of the
conflict to them (88.62); or (2) a majority of the votes held
by disinterested shareholders are cast in a vote ratifying
the action, after disclosure of the conflict (§8.63); or (3) the
transaction, “judged according to the circumstances at the
time of commitment, is established to have been fair to the
corporation.”

e. Commentary: Here are several aspects of Subchapter F that
may not be obvious:

i.

Exclusive definition of “conflicting interest”: First, the
definition of “director’s conflicting interest transaction”
given in §8.60 is exclusive. That is, if the transaction does
not fall within the definition given there, the transaction is
automatically deemed non-conflicting, and the court may
not overturn it on grounds of director self-interest.

Example: D is a director of X Co. X Co. proposes to enter
into a transaction with Smith, who is D’s cousin. The
transaction comes before the X Co. board for approval. D
and Smith are not only cousins but extremely close friends,
and D knows that Smith desperately needs the money which
would come to him as the result of the proposed transaction.
D does not disclose to the X Co. board the fact that Smith is
his cousin, or that D wishes the transaction to go forward so
as to aid Smith. D has no independent financial interest in
the transaction. The board members listen to D’s urging that
the transaction be approved, and vote for approval. P, a
shareholder, now sues the board and Smith, seeking to have
the transaction set aside.

Under the MBCA approach, the court must conclude that
there is no conflict, and may therefore not even consider
overturning the transaction on conflict grounds. The reason
is that a cousin is not “related person” under the definitions
given in 88.60(5), and D had no direct financial interest of
his own in the transaction. Since the transaction is not a
“director’s conflicting interest transaction” as defined in



il

88.60(1), 88.61(a) requires that the court not enjoin it on
account of any conflict arising out of the X-Smith
relationship. (This example is suggested by an example
given in Official Comment 1 to §8.61.)

Directors only: Second, Subchapter F covers only
transactions between the corporation and one of its
directors. Transactions between the corporation and a non-
director officer or shareholder are not covered by
Subchapter F (and are in fact not covered by any provision
of the MBCA having to do with self-dealing). Thus
transactions with non-director officers or shareholders
under the MBCA are left entirely to common-law
principles (though the court is likely to approach these in
almost the same way as a transaction between the
corporation and a director).

iii. Disclosure after controversy: Third, the disclosure and

approval can happen even dfter the transaction has been
challenged by a dissident shareholder or third party. In
other words, after-the-deal ratification by the board can
suffice — pre-approval is not necessary. See Official
Comment to MBCA §8.62(a).

Example: A majority of disinterested directors approve
Corp’s purchase of land from Landco, a limited partnership.
At the time of the approval vote, the directors don’t know
that Bob, one of the directors, is secretly a major partner in
Landco. The purchase goes through. Steve, a minority
holder in Corp., then learns of the conflict. He brings a
derivative suit to have the transaction unwound. If nothing
further happens (and if the court finds that the transaction
was “unfair” to Corp.), the court will probably order the
transaction unwound or at least order that Bob pay damages
to Corp. But if, within a reasonable time after Steve brings
suit, the board ratifies the transaction with full disclosure of
the nature of the transaction and nature of Bob’s ownership
interest in the selling partnership, the court will not
interfere.



4. Three paths: Under the MBCA and the statutes of most states,
there are thus three different ways that proponents of a self-
dealing transaction can avoid invalidation:

[1] by showing that it was approved by a majority of
disinterested directors, after full disclosure;

[2] by showing that it was ratified by shareholders, after full
disclosure; and

[3] by showing that it was fair when made.

Let’s now consider each of these branches in detail in
Paragraphs D, E and F below.

D. Disclosure plus board approval: The general principle behind
the “board approval” branch is simple to state: a transaction may
not be avoided by the corporation if it was authorized by a
majority of the disinterested directors, after full disclosure of the
nature of the conflict and the transaction. However, this
formulation raises a number of questions:

1. What must be disclosed: What information is it that must be
disclosed to the disinterested directors? Most courts (and the
MBCA) require disclosure of two major kinds of information: (1)
the material facts about the conflict; and (2) the material facts
about the transaction.

a. Conflict: Often the fact that there is a conflict will be
obvious to the disinterested directors (e.g., when the contract
runs directly between the director and the corporation). But
other conflicts will not be obvious, and must therefore be
disclosed by the Key Person. This will be true, for instance, if
the other party to the transaction is a corporation in which the
Key Person has a significant pecuniary interest. (See the
discussion of indirect conflicts, infra, p. 209.)

Example: XYZ Corp wants to buy an office building. D, a
vice president of XYZ, owns all of the stock of Realty Corp,
which owns an office building. D has a real estate broker
offer the building to XYZ, and the board of XYZ votes to
acquire it. The other directors are not aware that D has an



interest in Realty Corp.

Even though all material economic facts about the
underlying transaction (e.g., the condition and market value
of the building) have been disclosed to the other board
members, approval by the board of the contract will not
insulate the transaction from attack, because D has not
disclosed his financial interest in Realty Corp to the board.
See MBCA §8.62 (requiring disclosure to the board, before
approval, of details regarding the director’s conflict);
88.60(6) (defining the required disclosure).

b. Disclosure of transaction: Apart from disclosure of the
facts that cause a conflict, the Key Person must also disclose
all facts about the underlying transaction that a reasonable
observer would consider “material.” This obligation goes far
beyond the ordinary duty of one party to a contract to disclose
essential facts to the other. For instance, if the Key Person
knows of facts that are likely to make the proposed contract
turn out to the disadvantage of the corporation, he must
disclose those facts, whereas a third party negotiating at arm’s
length with the corporation could remain silent.

c. When disclosure must be made: You might think that the
requirement of disclosure means that the disclosure must take
place before the transaction is entered into. But courts are in
fact in disagreement about whether this is required.

i. Ratification allowed: Some courts will uphold the
transaction based on board approval even if the disclosure
does not come until after the transaction is entered into, so
long as the directors then “ratify” it (by formally stating
that they have no objection, or perhaps even by simply
failing to raise an objection). Thus MBCA §8.61(b)(1)
insulates the transaction against judicial review if
“directors’ action respecting the transaction was at any time
taken in compliance with §8.62” (providing for approval by
disinterested directors). The phrase “at any time” is
intended to allow for post-transaction ratification.



ii. Contrary view: But other courts require the disclosure to
occur before the transaction, or at least make it tougher for
transactions to be ratified after the fact instead of approved
beforehand.

2. Who is a “disinterested” director: The approval must be by a
majority of the “disinterested” directors. Who is “disinterested”
for this purpose? Most courts would probably agree with the
MBCA, which says that a director is “qualified” (the MBCA’s
term for “disinterested”) if (i) the transaction is not a “director’s
conflicting interest transaction” (see supra, p. 201 for what this
means); and (ii) the director does not have a “material
relationship” with another director as to whom the transaction is
a “director’s conflicting interest transaction.” MBCA §1.43(a)

(3).

Example 1: The proposed transaction is between X Corp.
and Z Corp., under which X Corp. will buy a piece of real
estate from Z Corp. The issue is whether D, a director of X
Corp., is “disinterested” (or under the MBCA, “qualified”),
so that D’s vote to approve the transaction can contribute to
the required approval by a majority of disinterested
directors. Assume that D is also a director of Z Corp. D is
not qualified, because under the combination of MBCA
§88.60(1)(iii) and 8.60(5)(v), D’s being a director of Z
Corp. makes Z Corp. a related person to D, and the fact that
D has a related person who has a “material financial
interest” in a transaction makes the transaction a “director’s
conflicting interest transaction” as to D.

Example 2: Same basic facts as above example. Now,
however, D has no direct relationship with Z Corp.
However, D’s boss, B, who also happens to be on X Corp’s
board, is a director of Z Corp. Since D has a material
relationship with B (boss-subordinate would almost
certainly be a material relationship), the fact that the
transaction is a director’s conflicting interest transaction as
to B means that D, too (not just B) is not a disinterested or
qualified director.



a. Outside professionals: Even outside directors who serve as
professionals (e.g., outside counsel or outside accountant) to
the corporation may be found to be “interested” in a
transaction in which the CEOQ is a party. The theory for
treating these professionals as “interested” is that they may be
afraid they will no longer be engaged by the corporation if
they annoy the CEO by voting against the transaction. Thus on
the facts of Example 2 above, if D was not B’s subordinate,
but was instead a lawyer who relied on B for lots of business,
D would likely not be disinterested.

3. Quorum: Often, especially in the case of a close corporation, a
majority of the directors will be “interested” in the transaction.
(For instance, the CEO may be a party to the transaction, and a
majority of the directors may be full-time employees who owe
their jobs to him.) In this situation, there will of course not be
enough disinterested directors to constitute a quorum of the
board. Therefore, a special rule exists in almost all states to
facilitate approval by the disinterested directors: if a majority of
the disinterested directors approve the transaction, this
constitutes not only approval, but also a quorum. (However,
most statutes require at least two disinterested directors to
approve the transaction.) See MBCA §8.62(c), and Del. GCL
144(a)(1), both to this effect.

Example: The board of XYZ Corp has five directors. Two
of them propose to enter into a contract with XYZ, and are
therefore interested directors. The other three are not
interested. One of the three disinterested directors is absent
from the board meeting. The other two disinterested
directors are sufficient to constitute a quorum for approval
purposes (since they represent a majority of the three
disinterested directors). If these two approve the transaction,
this will constitute the requisite disinterested-director
approval.

If, on the other hand, two of the three disinterested
directors were absent, the third director’s vote approving the
transaction would not constitute either a quorum or



approval, because there would not be approval by a
majority of the total disinterested directors (those present
and those absent).

4. Presence or vote of interested director: Ideally, the interested
director should abstain from either voting or even lobbying the
disinterested directors concerning the transaction. However,
most statutes provide that participation by the interested director
in the consideration or voting does not by itself nullify the
approval by the disinterested directors — the interested
director’s presence and/or vote is simply disregarded, and the
sole question is whether a majority of the total disinterested
directors has approved the transaction.

a. Different rule in MBCA: But some statutes say that no
interested director(s) may be either present or voting
(presumably for fear that the interested director’s mere
presence may sway the others.) See, e.g., MBCA §8.62(a)(1),
which says that a vote by the disinterested directors
authorizing the transaction will be effective only if the
disinterested directors “have deliberated and voted outside the
presence of and without the participation by any other [i.e.,
interested] director.”

5. Committee: Under most statutes, approval by disinterested
directors may be done at the level of a committee rather than the
full board. Usually, this committee may be either one that
already exists (e.g., the compensation committee), or one
appointed specially to consider the particular transaction. In any
event, all that is required for a quorum and for approval is the
approval by a majority of the disinterested directors on the
committee, even if this is less than a majority of the total
disinterested directors on the board.

6. Immunization of unfairness: Suppose a majority of
disinterested directors (acting after full disclosure of all material
facts) approves a transaction that, viewed later by a court, is
clearly unfair to the corporation. Does the disinterested-director
approval completely immunize the transaction against attack for



self-dealing? Most statutes are written as if the answer were
“yes.” However, in practice courts often void such transactions if
the unfairness is great, despite the disinterested-director
approval; frequently, they accomplish this result by finding that
the transaction constituted “waste.” (The effect of unfairness is
discussed more extensively, infra, p. 208.)

a. Shifting of burden of proof: In most states, approval by the
disinterested directors does seem to at least shift the burden of
proof: if the transaction has not been approved by
disinterested directors (or shareholders), the burden is
generally on the Key Player to prove that it was fair; once
approved by disinterested directors, the burden shifts to the
person attacking the transaction to show that it was unfair. See
infra, p. 209.

E. Disclosure plus shareholder ratification: The second main
branch for validating a self-dealing transaction is the ratification by
shareholders, following disclosure to them.

1. Disclosure required: As in the case of disinterested-director
approval, the shareholder ratification will be effective only if it
comes after there has been full disclosure to the shareholders of
both the conflict and the material facts of the transaction itself.

2. Disinterested shareholders: Recall that in the case of director
authorization, a majority of the disinterested directors must
approve. Does a comparable rule apply to shareholder
ratification, or may interested shareholders vote and be counted
towards a majority? The courts are hopelessly split and confused
about this issue — some seem to say that shareholder ratification
has no effect unless a majority of the disinterested shareholders
approve, whereas others seem to hold that all shareholders may
vote and be counted. A court is likely to give a more searching
inquiry into the transaction’s underlying fairness (infra, p. 208)
in those situations where it is not clear that a majority of the
disinterested shareholders has approved.

a. MBCA: The MBCA takes a stringent view: under 88.63(a), a
majority of the disinterested shareholders must approve the



transaction. (On the other hand, for purposes of determining
whether the transaction is approved under general corporate
action principles having nothing to do with the conflict,
interested shareholder votes may be counted, and are part of
the quorum.)

Example: Assume that Parent Corp owns 60% of
Subsidiary Corp. Parent Corp wants to merge Subsidiary
Corp into itself. Because Parent Corp is a party to the
transaction, the conflict will be deemed ratified by the
shareholders only if at least half of the holders of the
minority block approve it, under MBCA §8.63(a) and (c).
See Official Comment 3 to MBCA §8.63. However, for
purposes of determining whether the general requirement of
shareholder approval for any merger under the MBCA has
occurred, and for determining whether there has been a
quorum for that approval, Parent Corp’s votes may be
counted.

F. Fairness as the key criterion: The final method of defending a
self-dealing transaction against attack is by showing that it is, under
all the circumstances, fair to the corporation.

1. Fairness alone sufficient: In nearly all states, fairness alone
will cause the transaction to be upheld, even if there has been no
approval by disinterested directors and no ratification by
shareholders.

a. Measured at time of transaction: “Fairness” is generally
determined by the facts as they were known at the time of the
transaction. See, e.g., MBCA 88.61(b)(3) (“judged according
to the circumstances at the relevant timel[.]”)

2. No requirement of prior disclosure: In most courts, the
transaction will withstand attack if it is proven fair, even though
no disclosure whatsoever is made by the Key Player to his
fellow executives, directors or shareholders. Thus in the office
building example on p. 205 supra, even if D never disclosed to
anyone that he was a controlling shareholder in the firm that
owned the building being sold to the corporation, most courts



would hold that so long as the pricing terms were in line with
what would have been produced by arm’s length bargaining, the
transaction may not be avoided by the corporation.

3. Authorization/ratification does not immunize from
unfairness: In most states, fairness is really the key element. As
we’ve just seen, if the transaction is fair, lack of disinterested-
director authorization or shareholder ratification will not make a
difference. Conversely, if the transaction is found by the court to
be grossly unfair, under most statutes the fact that there was
approval by disinterested directors, or ratification by
shareholders, will not immunize the transaction.

a. Delaware allows immunization: But some jurisdictions,
probably a minority, do allow disinterested-director
authorization or shareholder ratification to immunize even an
unfair transaction from judicial review. Delaware, for
instance, seems to allow such immunization. As the Delaware
Supreme Court has stated: “Approval by fully-informed
disinterested directors under §144(a)(1), or disinterested
stockholders under §144(a)(2), permits invocation of the
business judgment rule and limits judicial review to issues of
gift or waste, with the burden of proof upon the party
attacking the transaction.” Marciano v. Nakash, 535 A.2d 400
(Del. 1987).

b. MBCA allows immunization: Similarly, the MBCA forbids
judicial review of the fairness of director-authorized or
shareholder-ratified transactions. §8.61(b) (as noted supra, p.
201) states that the court may not overturn a director-conflict
transaction if the action was authorized by disinterested
directors after disclosure, or ratified by disinterested
shareholders after disclosure.

4. Significance of director or shareholder approval: If fairness
is what really counts — that is, if fair transactions will be upheld
even without director or shareholder approval, and unfair ones
will be struck down even with shareholder or director approval
— why bother to get approval by disinterested directors or by



shareholders? The answer is that in most states, there is still
some practical benefit to this kind of approval, a benefit which
stems from standards of proof and the burden of proof.

a. Standards of proof: First, in most states, the degree of
unfairness that must be shown to upset a transaction that has
been approved by disinterested directors or shareholders is
probably greater than where there has been no approval. Some
courts accomplish this by saying that a director-approved or a
shareholder-approved transaction will only be overturned if
the unfairness is so great that it amounts to fraud or waste.
Others appear to look for “gross” unfairness, as opposed to the
“ordinary” unfairness that will be enough for invalidation
where there has been no approval.

b. Burden of proof: Second, the burden of proof shifts in most
states when there has been director or shareholder approval.
Without such approval, the burden of proof is clearly on the
Key Player to show why the transaction is fair. Once there has
been disinterested-director approval or shareholder approval,
the burden shifts to the person who is attacking the
transaction, who must now come forward with evidence of the
transaction’s unfairness. Most statutes do not expressly
document this shift in the burden of proof, but courts seem to
make the shift anyway.

G. Indirect conflicts involving Key Player: So far, we’ve generally
assumed that the Key Player is himself directly a party to the
transaction in question. But the rules against self-dealing also apply
where the conflict of interest is “indirect.” That is, self-dealing
problems arise where the Key Player has an interest or association
with some other entity, and it is that entity that enters into the
transaction with the corporation.

1. Pecuniary interest: In general, if a Key Player’s financial
interest in the other entity is such that this interest would
reasonably be expected to affect his judgment concerning the
transaction, the self-dealing rules apply. For instance, if the Key
Player is a significant stockholder of the other corporation, or a



partner in a partnership, the transaction involving that other
corporation or partnership will be deemed self-dealing, and the
rules described above will apply. The office building
hypothetical on p. 205 is an example of this principle.

. Interlocking directors and other non-ownership

problems: Suppose the Key Player does not have a significant
ownership interest in the other entity, but is a full time executive
or a director of that other entity. Here, the self-dealing problem
is usually thought to be less severe, so the full range of self-
dealing rules does not apply. For instance, the fact that a person
serves on the board of directors of both companies (the
“interlocking directorate” problem) will not by itself usually
cause a transaction between the two companies to constitute self-
dealing by the director.

a. MBCA is different: But again, in this interlocking-
directorate scenario the MBCA is much stricter than the usual
state statute. One of the ways a transaction will be a
“director’s conflicting interest transaction” is if the director
“knew that a related person was a party or had a material
financial interest” in the transaction. MBCA §8.60(1)(iii).
“Related person” is defined in §8.60(5)(v) to include “a
domestic or foreign ... business ... of which the director is a
director.” So a person who is a director of both corporations is
not, under the MBCA, a disinterested (or “qualified,” to use
the MBCA’s term) director as to any transaction between the
two corporations.

Example: D is a director of A Corp and B Corp. A Corp.
proposes to buy a piece of real estate from B Corp. When A
Corp’s board votes on the transaction, D will not be a
“qualified” (i.e., disinterested) director, because he is a
director of a related person (related to him, that is) — B
Corp — and that related person is a party to the proposed
transaction. Therefore, D must be careful to make
disclosure of his conflict, and then not participate (or be
present at) the vote by A Corp’s board.



H. Remedies for violation: Where there has been a violation of the
rule against self-dealing, there are two possible remedies: (1)
rescission; and (2) restitution in the form of money damages. The
plaintiff will normally be the corporation itself, or a shareholder
who has brought a derivative suit (infra, p. 318) in the
corporation’s name.

1. Rescission: If it is possible to rescind the transaction, this is
normally the appropriate remedy for self-dealing. For instance,
in the office building sale hypothetical (supra, p. 205), if suit
were brought by the corporation or a shareholder in a derivative
suit, and the closing had not yet occurred, the court would simply
order that the contract be cancelled. If there is to be rescission,
the corporation must give back any consideration it has received
in the transaction. For instance, if the corporation has sold
corporate property to a Key Player in what turns out to be an
unfair transaction, the corporation may obtain return of the
property, but it must then return to the Key Player the price he
paid.

2. Restitutionary damages: If because of the passage of time or
the complexity of the transaction, it is not feasible to rescind it,
the appropriate remedy is restitutionary damages. That is, the
Key Player will be required to pay back to the corporation any
benefit he received beyond what was fair. For instance, in our
office building sale hypothetical (supra, p. 205), if Realty Corp
received $1 million for the sale of the building, and the fair
market price was only $800,000, D or Realty Corp would have to
return to XYZ the $200,000 excess over fair value.

3. Consequence: Observe that neither rescission nor restitution is
a very strong deterrent to self-dealing: In either case, the Key
Player who has engaged in the wrongful self-dealing is merely
returned to the same position he would have been in had he not
done the transaction at all. See C&E, pp. 662-63. However, some
courts have ordered the self-dealing Key Player to also return
any salary he earned during the relevant period, have awarded
punitive damages to the corporation, or have ordered the self-
dealer to pay the corporation’s counsel fees and other litigation



expenses. C&E, pp. 663-64.

—
Quiz Yourself on

THE DUTY OF LOYALTY (SELF-DEALING TRANSACTIONS)

47. Mr. Haney is one of six directors of the Green Acres Produce Company.
Green Acres is interested in expanding its acreage. It wants to buy a 100-
acre tract of land in Hooterville, which is owned by the Hooterville
Limited Partnership. When the chairman of Green Acres Produce, Oliver
Wendell Douglas, inquires as to a selling price, Hooterville’s general
partner, Mr. Ziffel, tells him it’s $10,000 an acre. Mr. Haney doesn’t go
to the directors’ meeting where the land purchase is discussed; the other
five directors approve it unanimously. Unbeknownst to the other board
members, Mr. Haney is one of the limited partners in the Hooterville
Limited Partnership (he owns a 25% economic interest in the
partnership). A minority shareholder of Green Acres finds out about the
proposed purchase, and sues to prevent its consummation, on account of
the fact that Mr. Haney is arguably on both sides of the transaction.
Assume that the proposed price is 30% above market prices for the type
of property in question, and that the Hooterville directors who voted in
favor of the transaction knew this. Does the fact that the disinterested
directors approved the transaction mean that the court should allow the
transaction to go forward?

48. The Addams Shroud Company provides funeral supplies. It has seven
directors — Gomez, Morticia, Puggsley, Wednesday, Fester, Lurch, and
Cousin Itt. Of the seven, four of them — Gomez, Morticia, Wednesday,
and Puggsley — are also major shareholders of the Arsenic and Old Lace
Fabric Company, which makes, among other things, black fabric. The
Addams Shroud Company uses a lot of black fabric that it buys from
various suppliers. Gomez negotiates a requirements contract on Addams
Shroud’s behalf with Arsenic and Old Lace. When it comes time for the
Addams’s board to approve the contract, the four “interested” directors
abstain (after making sure that the others know the full details of the
conflict and of the contract). The three remaining directors vote, 2-1, to
approve the contract. The dissenter argues that the contract has not been
properly approved, because a quorum of the board did not participate in



the decision. Has the Addams’s board properly approved the contract, in a
manner that will immunize the contract from attack on conflict grounds?

49. The Enterprise Tribble Company makes funny toys called, predictably
enough, tribbles. James Kirk is one of the five directors of Enterprise. He
is also majority shareholder of Romulan Card Stores, a chain of greeting
card and novelty toy stores. Kirk believes that Romulan can sell
Enterprise’s entire tribble output. Romulan and Enterprise negotiate a
contract, whereby Romulan agrees to pay $5 per tribble (a fair price based
on what the parties know at the time), for two years, for 1,000,000
tribbles per year (which is likely to be most of Enterprise’s output). Kirk
fully discloses his conflict and the material elements of the contract to the
other, disinterested members of the Enterprise board, who unanimously
approve the contract. It comes as a surprise to everyone when tribbles
feature prominently in a Star Trek episode shortly after the contract goes
into effect, such that the demand for tribbles — and the price Romulan
can charge for them — skyrockets. A minority shareholder of Enterprise,
Scotty, can’t take it any longer, and files a derivative lawsuit against Kirk,
citing the unfairness of the deal and seeking to void it on grounds of
conflict of interest. What result?

Answers

47. No, because Mr. Haney didn’t disclose his ownership interest in the
land to the board. This was a director-conflict situation: Haney was a
director of the buyer, and he also had a sufficiently large financial interest
(25%, or $250,000) in the subject of the transaction that his impartiality
can reasonably be questioned.

When a director has a conflict of interest involving a corporate
transaction, there are three ways to avoid the transaction’s voidability on
conflict grounds: (1) full disclosure and disinterested director approval,
(2) full disclosure and shareholder approval, or (3) overall fairness. (In
practice, most courts require that the transaction be fair regardless of
director or shareholder approval.) But the conflict won’t be deemed to
have been “disclosed” unless the disinterested directors (or shareholders)
knew both the nature of the transaction and the nature of the conflict. See,



48.

e.g., MBCA §8.62(a) (making board approval of a conflict transaction
effective only if it comes after “required disclosure™) and §8.60(6)
(defining “required disclosure” as disclosure of (i) “the existence and
nature of the director’s conflicting interest” and (ii) “all facts known to
the director respecting the subject matter of the transaction that a director
free of such conflicting interest would reasonably believe to be material
in deciding whether or not to proceed with the transaction.”)

Here, the disinterested directors didn’t know that Haney was a significant
partner of the selling entity, so they didn’t know of the “nature of the
director’s conflicting interest.” Therefore, there wasn’t true disclosure,
and the approval by the disinterested directors will be irrelevant. (It’s also
irrelevant that Haney didn’t vote on the proposed transaction — as long
as there was a conflict between Haney’s role as director of Green Acres
and his role as partner in Hooterville, the conflict rules apply, requiring
disclosure.)

In fact, full disclosure would probably require not only that the Green
Acres board be told that Haney was a partner in Hooterville, but also that
the board be told the approximate size of his interest (e.g., that he owned
about 1/4 of the economic interest.)

Observe that if the transaction were “fair” to the corporation, the court
would probably approve it even without the prior disclosure; but the facts
tell you that the price is quite high, thus making it probably unfair. Also,
note that even dafter the dissident shareholder filed suit, under most
conflict statutes it would not be too late for Haney to make full
disclosure, and procure a truly informed approval by the disinterested
directors. (See, e.g., Off. Comm. to MBCA §8.62(a)). Such an after-the-
fact vote would suffice to immunize the transaction from a court-issued
injunction or an award of damages.

Yes. The contract will not be voidable on conflict grounds, because a
majority of the disinterested directors have approved it after full
disclosure.

A conflict arises when a director or officer has split loyalties. Here, the
conflict is indirect — four Addams directors are shareholders of a
corporation with which Addams Shroud is contracting. The prevailing
rule is that such a contract is voidable at Addams’s option unless either



49.

disinterested directors approve it on full disclosure, shareholders approve
it on full disclosure, or it’s fair. Most states hold that as long as a majority
of the disinterested directors (with a 2-person minimum) approve the
transaction, this counts not only as approval, but also as a quorum. See,
e.g., MBCA 88.62(c). Since a majority of the 3 disinterested directors
have approved, this condition is satisfied. [206]

The deal isn’t voidable, because it was approved by disinterested
directors, and, besides, it’s fair. The transaction here involves a conflict
because Kirk is a director for one party to a contract and majority
shareholder of the other. The general rule is that such a contract is
voidable unless either: (1) the transaction and conflict are disclosed to
directors, who approve it; (2) the transaction and conflict are disclosed to
shareholders, who approve it; or (3) it’s fair to the corporation. [200]
Here, Kirk fully disclosed the material facts of the deal and the conflict to
the disinterested directors of Enterprise, who approved it. This satisfies
test (1), and is thus in and of itself enough to avoid voidability on grounds
of conflict.

In any event, the transaction here was “fair” to Enterprise. A court will
generally judge fairness as of the time the transaction was made. (See,
e.g., MBCA §88.61(b)(3)). [208] At the time this deal was made,
everything suggested that the deal was fair to Enterprise. So the
transaction satisfies (3), and would therefore not be voidable at Scotty’s
urging even if full disclosure and pre-approval by the board hadn’t
occurred.

—

III. EXECUTIVE COMPENSATION

A. Aspect of self-dealing: We turn now to what might be thought of
as a “special case” or aspect of self-dealing, executive
compensation. When an executive is sufficiently senior that he can
influence the corporation’s decision on his compensation, we have
a transaction that presents all the traditional dangers of self-dealing:
since the executive is to some extent on both sides of the
transaction, there is a risk that the corporation will not be treated



fairly (because it will pay the executive more money than it ought
to, and this will be money that belongs to the shareholders). As we
will see below, the courts handle the question of executive
compensation in much the same way they handle the more general
self-dealing problems we reviewed above: they look essentially to
the “fairness” of the transaction, and are influenced by the fact that
there has been (or has not been) approval by disinterested directors
and/or ratification by shareholders.

. Forms of compensation: Before we get into the tests by which
courts evaluate executive compensation, let us first review briefly
the common forms that such compensation may take. Executive
compensation arrangements may be grouped into three broad
categories: (1) current payments (salary and annual bonus); (2)
stock-based incentive arrangements (stock options, restricted stock,
phantom stock and stock appreciation rights); and (3) pensions and
other deferred cash compensation. We consider each of these
groups briefly in turn.

1. Salary and current bonus: Executives almost always receive
two types of “current” cash compensation: a salary that is paid
throughout the year, and an annual cash bonus, typically paid at
the end of the year. The bonus is usually geared in some way to
the corporation’s profits. Both the salary and bonus, if they are
reasonable in amount, are deductible by the corporation when
paid, in computing the corporation’s taxable income.

2. Stock-based incentive plans: Especially in public companies,
the corporation (and the outside directors who typically form the
compensation committee) worry that senior executives who
receive only a salary and an annual bonus will take a short-term
view in managing the corporation. To get executives to think
more like an “owner,” i.e., a shareholder, most publicly held
corporations therefore give their executives one or more types of
long-term incentive tied in some way to the performance of the
company’s stock.

a. Stock options: The most common form of stock-based long-
term incentive plan is the stock option. A stock option is the



right to buy shares of the company stock at some time in the
future, for a price that is typically set today. If the stock price
increases (presumably due in part to the executive’s good
performance) to where the stock is selling for more than the
option price, the executive “exercises” the option by paying
the now-bargain price, and then either immediately resells at a
profit or holds onto the stock hoping for still more
appreciation. If the stock price never rises above the exercise
price, the executive never exercises the option, and has
therefore not lost anything. There are two sub-types of options
which differ sharply in their tax treatment.

i. Non-qualified stock options: A “non-qualified” stock
option (i.e., any option that isn’t an “incentive stock option”
as described below) does not get any special tax treatment
under the Internal Revenue Code. The executive does not
receive income when the option is awarded to him;
however, when he exercises the option, he receives
immediate income equal to the difference between the
exercise price and the present market value, of the stock.
This can be burdensome if he wishes to hold onto the stock,
since he has to pay taxes without having any cash with
which to pay them. (On the other hand, the corporation gets
a current deduction for the difference between the exercise
price and the present market value, since this is in effect
“compensation” and is therefore deductible as an ordinary
and reasonable business expense.) See C&E, pp. 701; Clark,
pp. 202-03, 210-11.

ii. Incentive stock options: The other kind of stock option
is the so-called “incentive stock option.” For an option to
be an incentive stock option, it must meet several
requirements set forth in the Internal Revenue Code (e.g.,
the option price cannot be less than the stock’s per-share
market value at the time the option is granted; the employee
may not own more than 10% of the company’s voting stock,
etc.). Incentive options get special tax treatment: the
executive is not taxed on any gain at the time he exercises



the option, but only when he sells the underlying stock. 1f
the executive holds the stock bought under the option for a
number of years, this deferral of gain has significant value.
(On the other hand, the corporation never gets a tax
deduction for creating the incentive option. Clark, pp.
21011.)

b. Restricted stock: “Restricted stock” is a somewhat vague
term that refers to stock that is awarded to an employee under
a variety of limitations. For instance, an executive might be
awarded 100,000 restricted shares, with 10,000 shares
“vesting” in each of the next ten years, but only if the
executive is still employed on that date. If the executive
leaves, his unvested shares would be forfeited. Restricted
shares are frequently issued free or at a dramatically reduced
price. They are especially useful in a closely-held corporation
that expects to go public in the future. C&E, pp. 704-05.

c. Stock Appreciation Rights: A Stock Appreciation Right (or
“SAR?) is the right to be paid a future cash bonus based on
any increase in the price of the company’s stock. For instance,
suppose the company’s stock sells for $10 a share on the date
the SAR is granted; if the SAR is exercisable after two years,
and the stock then sells for $15 a share, the executive would
receive a cash payment of $5 ($15 minus $10) for each SAR.
Clark, p. 208; C&E, p. 702-03.

d. Phantom stock: “Phantom stock” is quite similar to an
SAR. However, the deferred cash bonus that the executive
receives under a phantom stock plan is often equal to the total
value of a share of the company’s stock sometime in the future
(whereas the SAR only pays him the increase in that value
since the date of grant). Thus a phantom stock plan might
entitle Executive to an amount of cash in three years equal to
the then market value of 10,000 shares of the company’s
stock. Executive is not deemed to have received any
compensation before the three-year-away settlement date, and
he has no voting rights during the interim. He will not receive
cash dividends during the interim, but might get some



economic benefits from dividends (by having these treated as
if he had reinvested them in more phantom stock). Clark, p.
208; C&E, p. 703-04.

3. Pensions and other long-term deferred
compensation: Corporations also typically have long-term
deferred compensation plans for senior executives. Most
common is the pension plan or retirement plan, by which the
executive will receive regular cash payments during retirement.
If the retirement plan is qualified under the Internal Revenue
Code, the company gets a current deduction for money it puts
into the plan, the money inside the plan compounds tax-free, and
the executive is not taxed until he actually starts receiving the
cash payments following his retirement.

C. Corporate law problems: We’re now ready to analyze the
corporate-law issues which are raised by compensation schemes
benefiting senior executives or directors. There are three main
issues:

(1) How does one avoid the self-dealing problem, since the
executive is influencing the corporation concerning his own
compensation level?

(2) Must there be “consideration” for the compensation, and if so,
what kind? and

(3) May a compensation plan be struck down because it is
“excessive”

We consider each of these in turn.

D. The self-dealing problem: There is a self-dealing problem
whenever the compensation is fixed for either: (1) a director; or (2)
an executive who is sufficiently senior that he can influence the
corporation’s decision about how much he is to be paid.

1. General rule: In general, courts treat the self-dealing problems
concerning compensation pretty much the same as they treat
other kinds of self-dealing. Thus according to most courts, an
executive or director compensation scheme is much more likely
to be upheld if either: (1) a majority of the disinterested directors



have approved it, following disclosure of all material facts about
it; or (2) the shareholders have approved it, following such
disclosure.

a. Fairness as key: As with other types of self-dealing
transactions, the compensation scheme is much more likely to
be upheld if in the court’s judgment it is “fair” to the
corporation. In the compensation context, the question, “Is the
scheme ‘fair’ to the corporation?” becomes transformed into
the question, “Is the compensation ‘excessive’?” Excessive
compensation is discussed infra, p. 216.

b. Shift of burden of proof: As with other types of self-
dealing, if the disinterested directors or shareholders have
approved the scheme, a much greater showing of unfairness
will be needed to strike the plan, and the burden of persuasion
shifts from the executive to the person attacking the plan. See,
e.g., ALI Prin. Corp. Gov., 5.03(b).

c. Presence of executive: If the corporation wants to take
advantage of the extra protection from “approval by
disinterested directors,” the executive should usually not only
not take part in the directors’ vote on his compensation, but he
should not even be present at the meeting. Clark, p. 194.

2. Business judgment rule: The importance of approval by
disinterested directors or shareholders is shown by the fact that
in many courts, the disinterested directors’ decision to approve a
scheme will be awarded the protection of the business judgment
rule. Under the business judgment rule (see supra, p. 182), the
directors’ decision will be sustained by the court so long as it is
rational, informed, and in good faith (despite the fact that the
court might have reached a different conclusion about the
desirability of the action).

E. Consideration: Courts insist that there be consideration for each
element of a compensation plan. In the case of salary and current
bonus, the consideration is clear: the executive is working for the
company for a particular period, and is being paid for the period.



1. Deferred compensation: The requirement of consideration has
real bite, however, when the compensation plan includes stock
options, retirement benefits, or other consideration that is to be
paid far in the future. In brief, the requirement of consideration
means that it must be very likely that an executive will receive
the deferred compensation only if he remains with the company.
For instance, a grant of stock options to all executives currently
at the company, exercisable by them in the future regardless of
whether they have remained with the company following the
adoption of the option plan, would probably be struck down as
lacking in consideration.

2. Unbargained-for payments for past services: Another
situation in which the requirement of consideration may have
some bite is where the corporation makes a large payment upon
the death or retirement of a senior executive, without there
having been a prior plan or contract to make such a payment.
Although the corporation may defend such a payment on the
grounds that the consideration was the “past services” of the
executive, the challenger can make the following argument:
Where there was no contract or plan to make the payment, the
executive could not have been motivated by the prospect of
receiving it while he was still working, so the payment amounts
to a gift or a waste of corporate assets. Courts have sometimes
accepted this argument, and have struck down large payments,
made without a pre-existing plan or contract, to senior executives
or their estates at retirement or death.

a. Ways around: Observe that there are a number of ways
around this problem. Most obviously, the corporation can
enact a formal plan of retirement or death payments while the
executive is still active; his continued participation until death
or retirement is therefore the consideration for the eventual
payment. Second, even if there has not been advance planning,
the executive can receive payments in retirement (though
probably not after death) under a “consulting” contract or a
non-competition agreement. Clark, p. 197.

F. Ban on “excessive” or “unreasonable” compensation: Even if a



compensation scheme has been approved by a majority of the
disinterested directors, or ratified by the shareholders, the court
may still overturn it if the level of compensation is “excessive” or
“unreasonable.” As the idea is usually put, “the amount of
compensation must bear a ‘reasonable relationship’ to the value of
the services performed for the corporation.” Clark, p. 192.

1. Easier to satisfy than “fairness” rule: Recall that for most
types of self-dealing transactions, the court will strike down
transactions it believes to be “unfair” to the corporation. In the
compensation area, the courts are more reluctant to strike down
the transaction: it is harder to show that a compensation level is
“excessive” than it is to show that a different sort of transaction
is “unfair”: “Executive compensation is scrutinized in a less

exacting way than are other contracts with interested officers.”
Id.

a. Rationale: The main reason for this judicial reluctance to
strike down compensation as excessive is that courts feel they
do not have the appropriate standards by which to judge the
reasonableness of compensation. As one court put it, “[ W]hat
yardstick is to be employed? Who or what is to supply the
measuring-rod? ... If comparisons are to made, with whose
compensation are they to be made — Executives? Those
connected with the motion picture industry? Radio artists?
Justices of the Supreme Court of the United States? The
President of the United States? ... [I]f a ceiling for these
bonuses is to be erected, the stockholders who built and are
responsible for the present structure must be the architects.”
Heller v. Boylan, 29 N.Y.S.2d 653 (1941).

2. Few cases: Consequently, there are relatively few cases in
which courts have struck down executive compensation plans as
being “excessive.” At least where the compensation plan has
been approved by disinterested directors or ratified by
disinterested shareholders, courts will generally invalidate it only
if it is so excessive as to constitute “waste.”

a. Standard for “waste”: The typical definition of “waste” is a



very restricted one. Thus in Delaware, a transaction will not
be invalidated as constituting waste unless it is “an exchange
that is so one sided that no business person of ordinary,
sound judgment could conclude that the corporation has
received adequate consideration.” Brehm v. Eisner, 746 A.2d
244 (Del. 2000). In the case of executive compensation, “If ...
there is any substantial consideration received by the
corporation, and if there is a good faith judgment [by the
board] that in the circumstances the transaction is worth
while, there should be no finding of waste, even if the fact
finder would conclude ex post that the transaction was
unreasonably risky.” Brehm, supra.

Example: Consider the facts of Brehm, supra, p. 175: the
board of Disney gives Michael Ovitz a contract which,
when terminated early by the company without any breach
on the part of Ovitz, gives Ovitz a severance payment of
$140 million. Notwithstanding the huge expense and the
near-total lack of value actually received by Disney from
having Ovitz as its president, the Delaware Supreme Court
held as a matter of law that the Disney board did not
commit waste in entering into the contract. The board had
decided that an expensive compensation package would be
required for Ovitz to take the job, and that he would be
valuable to the company. Because “the size and structure of
executive compensation are inherently matters of
judgment,” the board’s decision could be labeled as waste
only if the board acted irrationally or in good faith. And,
here, the plaintiff had not “alleged with particularity” facts
that would prove either irrationality or lack of good faith.

3. Tax cases about compensation: The strong reluctance of
courts to strike down compensation as excessive under corporate
law principles should be contrasted with the result in many tax
cases. Under §162 of the Internal Revenue Code, a corporation
may deduct from its gross income its ordinary and necessary
business expenses, including a “reasonable allowance for salaries
or other compensation for personal services actually rendered.”



Quite frequently, the IRS attacks a particular manager’s
compensation as “excessive,” and the courts have often agreed.
In the tax context, the courts have focused on comparable
compensation, i.e., how much executives who perform similar
functions for similar companies earn. They do not seem troubled
by the difficulty of making such comparisons (in contrast to the
difficulties in making comparisons that the court in Heller v.
Boylan, supra, p. 217, felt it faced). See generally, Clark, pp.
199-200.

—
Quiz Yourself on

THE DUTY OF LOYALTY (EXECUTIVE COMPENSATION)

50. Mr. Bill is president of Sluggo Storage Systems, Inc. He earns $150,000
per year in that post. The company has no provision for a pension or
death benefit for Mr. Bill (or for any other worker). Mr. Bill is killed in a
freak accident when he is run over by a steamroller. At the next board
meeting, the board unanimously votes to pay Mrs. Bill, Mr. Bill’s widow,
an annual pension of $75,000.

(a) You represent Spot, a minority shareholder of Sluggo. Spot is not
too happy about the pension, but can’t think of any grounds upon which
to object. What grounds would you recommend?

(b) Will the grounds for objection that you recommended in part (a) be
successful?

Answers

50. (a) Lack of consideration. The issue here is the validity of payments for
past services. The general rule from contract law is that such payments
are only valid when the basic specifics of the arrangement and the
recipient’s identity are established before the services are rendered (in the
form of a contract, a formal bonus plan, or established company practice).
Otherwise, such payments are without consideration, since “past
consideration” is not consideration at all.



(b) Yes, probably. Mr. Bill was dead before the specifics of the pension
were ever worked out, so the pension couldn’t have been consideration
for his performance of services while alive. Consequently, the court will
probably order that the pension not be paid. (Alternatively, the court
might say that paying a pension for which there is no consideration is a
“waste” of corporate assets, since the corporation receives no benefit
from the payment.)

—

IV. THE CORPORATE OPPORTUNITY DOCTRINE AND
RELATED PROBLEMS

A. Introduction to problem: So far in our treatment of the duty of
loyalty, we have focused on transactions between the Key Player
and the corporation. We turn now to a different type of problem:
the Key Player appropriates to himself some business opportunity
or property that is found to “belong” to the corporation. Here,
there is rarely an issue as to the “fair” price; instead, if the Key
Player has taken something that belongs or ought to belong to the
corporation, this is per se wrongful and the corporation may
recover. There are three sub-problems:

[1] When may a Key Player compete with the corporation?

[2] When may a Key Player make personal use of corporate
assets (e.g., by using the company plane to fly on a personal
vacation)? and

[3] When does a Key Player, by taking advantage of a business
opportunity, wrongfully usurp a “corporate opportunity”?

Of these three areas, the third is the most difficult and important.
We consider each in turn.

B. Competition with the corporation: A director or senior
executive may not compete with the corporation, where this
competition is likely to harm the corporation.

Example: Able and Baker are both senior vice presidents



of Wannabe’s, a large department store in downtown
Cleveland. While they are on the Wannabe’s payroll, they
secretly form a new corporation, Newco, and cause Newco
to sign a lease on a vacant building across the street from
Wannabe’s. They intend to set up a competing department
store in this building. They then (still while on the payroll)
tell some key suppliers that they’ll be opening up a
competing department store soon, and that they hope to buy
from these suppliers. Able and Baker also tell their plans to
two of Wannabe’s key executives, Charlie and Devon,
saying, “We hope you’ll come with us in a month or so after
we open the new store.” This induces Charlie and Devon to
work less hard for Wannabe’s, since they figure that they,
too, will soon be leaving to join the new store.

A court would probably hold that Able and Baker have
violated their duty of loyalty to Wannabe’s, by effectively
competing with Wannabe’s while still on the payroll. If so,
the court will probably order them to pay money damages
to Wannabe’s (and might — though probably won’t —
enjoin them from soliciting any further employees from
Wannabe’s for some period of time.)

1. Seek approval or ratification: But as with other types of self-
dealing, conduct that would otherwise be prohibited as disloyal
competition may be validated by being approved by disinterested
directors, or being ratified by the shareholders. With either of
these methods, the Key Player must first make full disclosure
about the conflict of interest and the competition that he
proposes to engage in. See ALI, Prin. Corp. Gov., §5.06(a)(2)
and (a)(3). Thus had Able and Baker gone to the directors of
Wannabe’s in the above example, and announced that they
wished to own a competing store, and had the disinterested
directors approved of this by a majority vote, there would have
been no violation of the duty of loyalty.

2. Preparation to compete while still in corporation’s
employment: Executives and directors seldom engage in active
competition while still affiliated with the corporation. Much



more commonly, they prepare, while still on the company’s
payroll, to engage in later competition. For instance, they may
acquire property that will be used in competing, hire employees,
negotiate contracts, solicit customers for the soon-to-be-born
firm, or otherwise pave the way. There are no hard and fixed
rules for this situation, but in general courts tend to hold that
these activities constitute disloyalty if they occur while the
director or executive is still on the original corporation’s payroll.
A common remedy is for the court to order a return of all salary
received during this preparation period.

. Competition after end of employment: A quite different
situation is presented where the executive or director first leaves
the corporation and only then begins preparing to compete.
Assuming that the executive has not signed any “non-compete”
agreement, he is not barred from basic competition with his
former employer.

a. Trade secrets: However, he may not compete by the taking
of the former employer’s trade secrets. Any of the following
acts may be deemed to be a wrongful taking of trade secrets:
(1) the systematic solicitation of a large number of the former
employer’s customers; (2) the solicitation of the former
employer’s employees to become employees of the new
company; and (3) the use of the former employer’s secret
processes or other methods of doing business.

b. Non-compete: Additionally, the executive may be barred
from competing if he has signed a valid non-competition
agreement. However, courts have become increasingly
reluctant to enforce broad non-competition agreements,
because they do not wish to unduly constrict the executive’s
ability to earn a living. Therefore, non-competition covenants
will be enforced only if they are reasonable as to time, area,
and scope. H&A, p. 630.

i. Illustration: For instance, suppose a dentist agrees with
his employer not to compete by practicing dentistry at any
place in New York City for a period of two years following



the end of his employment; this would almost certainly be
found to be too broad to be enforceable. But a promise not
to practice oral surgery for six months in the same small
town as the employer, by contrast, would probably be
upheld.

C. Use of corporate assets: A Key Player may not use corporate
assets if this use either harms the corporation, or gives the Key
Player a financial benefit (including a financial benefit he receives
as a stockholder that is not available to other similarly-situated
stockholders). See ALI Prin. Corp. Gov., §5.04(a) (reprinted infra
p. 261). “Corporate assets,” for this purpose, consist not only of
tangible goods but also intangibles like information.

Example: D, the engineering director of a large aerospace
company, learns that the company will be making huge
purchases of platinum for a secret project. Only a few
people inside the company (and no one outside of it) know
that this will occur. D buys platinum futures, and when the
news is announced, D sells at a substantial profit. A court
might well hold that D has wrongfully used a corporate
asset (information about the corporation’s plans), in which
case the corporation would be entitled to the profits rather
than D.

1. Approval or payment: As with other types of self-dealing,
approval by disinterested directors, or ratification by
shareholders (in each case, only after full disclosure) will help
immunize the transaction. Similarly, in the case of use of
tangible corporate property, the transaction will not be wrongful
if the Key Player pays the fair value for any benefit he has
received. See ALI Prin. Corp. Gov., §5.04(a)(1).

D. The “corporate opportunity” doctrine: Suppose that a senior
executive or director of a corporation learns of an attractive
business opportunity. Suppose further that this business opportunity
is not in an area of commerce in which the corporation presently
does business. May the executive or director pursue this
opportunity on his own, rather than turning it over to the



corporation? The brief, but unhelpful, answer is that the manager
may not pursue the opportunity on his own, and must turn it over to
the corporation, if the opportunity is one that can be said to
“belong” to the corporation. The difficulty is that the rules for
distinguishing between opportunities that “belong” to the
corporation and those that do not are confusing, and vary
substantially from court to court.

1. Effect of finding of “corporate opportunity”: If the manager
is found to have taken for himself an opportunity that “belongs”
to the corporation (i.e., to have usurped a “corporate
opportunity”), the rules are very strict: this taking is per se
wrongful to the corporation, and the corporation may recover
damages equal to the loss it has suffered, or the profits it would
have made had it been given the chance to pursue the
opportunity. Often, the court will order any profits made by the
manager from the venture to be held in constructive trust for the
corporation, and may order the enterprise itself to be turned over
to the corporation. See infra, p. 229.

Example: D is the president of Hotel Corp. D knows that
Hotel Corp is looking for an appropriately zoned two-acre
site in the village of Ames on which it can build a hotel. As
D knows, the company’s search for such a site so far has
been notably unsuccessful. D learns through a friend of a
good potential site at a fair price. Instead of allowing Hotel
Corp to buy the site, he buys it himself, and resells it for a
quick profit to a businessman who puts a car dealership on
it. The court is likely to find that by buying the land, D has
usurped a corporate opportunity, i.e., an opportunity that
properly belonged to Hotel Corp. If the court does so
conclude, it will order D’s profit on the resale to be turned
over to Hotel Corp. (And, in fact, if Hotel Corp is unable to
get another site, D may even be liable to pay a larger sum
equal to the profits that Hotel Corp could have made had it
been offered the site and built a hotel there.)

a. No issue of fairness of price: Once the court decides that the
manager has taken a corporate opportunity, most courts do not



recognize any separate issue of “fairness.” Thus suppose
Manager buys Blackacre which, the court finds, he should
have offered to the corporation that employs him. The fact that
Manager has paid a fair market price for the property (and the
fact that a subsequent increase in value is due to an unforeseen
increase in values, or to Manager’s own unusual efforts) is
irrelevant — Manager will still have to account to the
corporation for any profits he has made.

2. Delaware multi-factor test: Courts vary in the tests they use
for whether an opportunity is a “corporate opportunity.” The
Delaware courts use a multi-factor test, which has been
influential in other courts. Therefore, we’ll focus on the
Delaware test here.

a. The multi-factor test: Under Delaware law, a business
opportunity presented to a corporate officer or director will
count as a “corporate opportunity” if it meets the following
requirements:

2 the corporation is “financially able to exploit” the
opportunity;

2 the opportunity is “within the corporation’s line of
business”;

2 the corporation has an “interest or a reasonable
expectancy” in the opportunity; and

a if the director or officer were to embrace the opportunity,
he would thereby be placed in a conflict with his duties to
the corporation.

See Beam v. Stewart, 833 A.2d 961 (Del. Ch. 2003), quoting
the four-factor test originally set out in Guth v. Loft, 5 A.2d
503 (Del. 1939).

i. Either “line of business” or “interest or
expectancy”: The language quoted above from Beam
sounds as though the opportunity must satisfy both the “line
of business” and “interest or expectancy” standards. But in
practice, the Delaware courts seem to hold that the



opportunity must merely satisfy either the “line of business”
or “interest or expectancy” test, not both. Clark, p. 228.

ii. Meaning of “line of business”: Delaware cases often
turn on the “line of business” element. The Delaware
courts (and the courts of other states following the general
Delaware approach) seem to take a fairly broad definition
of line of business. Even if the activity is not a business that
the corporation already engages in, the court is likely to find
that the line-of-business test is satisfied if the court feels
that the company has some special expertise that equips it
to compete in the new area. Thus a “functional
relationship” between the type of activity the corporation
already engages in and the prospective activity may be
enough, even though they are in different industries.

Example: Clark (p. 228) suggests that if a company
already makes cold medicines, a business that makes
contact lens wetting solution would be within its “line of
business,” because “the methods of marketing and
distributing the products — through drug stores, for
example — overlap ... enough to permit significant
economies of scale if the businesses were to be combined.”

3. Other factors (especially for determining “fairness”): Apart
from the four factors applied under the Delaware test (supra, p.
221), there are a number of additional factors which courts
consider in deciding whether an opportunity is a corporate one.
These factors are especially likely to be considered by a court
that uses “fairness” as a partial or sole standard:

a. Capacity in which offer received: whether the opportunity
was offered to the officer or director as an individual, or rather
as a corporate manager who would convey the offer to the
corporation. The case for regarding the opportunity as
corporate is obviously stronger in the latter situation than in
the former.

b. How insider learned of opportunity: whether or not the
officer or director learned of the opportunity while acting in



his role as the corporation’s agent. Thus if President learns of
the opportunity while attending a meeting that relates solely to
his company’s business, the case for finding a corporate
opportunity is stronger than where President learns of it while
having drinks with a social friend.

c. Use of corporate resources: whether the officer or director
used corporate resources to take advantage of the
opportunity. An illustration of the use of corporate resources
would be where President takes the company jet to scout out
the opportunity.

i. D’s use of his own “company time”: Some corporate
plaintiffs have claimed that when the defendant (an
employee of the corporation) developed the opportunity
while on “company time” (i.e., during working hours), this
constituted the “use of corporate resources.” However, this
by itself is unlikely to be a very important factor, especially
if the time used is not very substantial.

d. Essential to corporation: whether the opportunity is
essential to the corporation’s well-being. The more important
the opportunity is to the corporation’s well-being — i.e., the
worse financial injury the corporation will suffer if it does not
have the opportunity — the more likely the opportunity is to
be regarded as corporate.

Example: Suppose Realty Corp, a real estate developer, is
trying to complete an assemblage on which to build a single
skyscraper. If an executive of Realty snatches away the last
lot in the parcel, thus preventing Realty Corp from
completing its assemblage, the critical importance to Realty
of this last lot makes it very likely that a court will view the
lot as an opportunity belonging to Realty.

e. Distinction between outside director and full-time
executive: whether the person taking the opportunity is an
outside director or a full-time executive. A full-time executive
is commonly understood to owe his entire efforts and
loyalties to the corporation that employs him. An outside



director, by contrast, often has numerous other business
interests, some of which will be (and may properly be) more
financially important to him than the corporation that he
serves only as a director. Therefore, the outside director
should be more free to take an opportunity for himself.

i. ALI approach: The ALI’s Principles of Corporate
Governance recognize this distinction:

(1) Employee: Under §5.05(b), an opportunity is a
corporate one if it comes to a full-time employee who
knows that the opportunity is “closely related to a
business in which the corporation is engaged or expects
to engage.”

(2) Outside director: If the opportunity comes to an
outside director, by contrast, the fact that he knows or
should know that the opportunity is closely related to the
corporation’s present or reasonably anticipated activities
is irrelevant; the opportunity is not deemed “corporate”
unless the director either: (1) learned of the opportunity
in connection with performing his duties for the
corporation; (2) learned of it under circumstances where
he should reasonably have believed that it was really
being offered to the corporation and not to him
personally; or (3) learned of it through the use of
information or property belonging to the corporation
(in which situation a full-time employee will also have to
treat the opportunity as “corporate.”)

See infra, p. 227, for a more complete description of the
ALI approach to corporate opportunity.

4. Delaware’s “no need for pre-approval by corporation”
rule: Suppose that the Key Player (officer or director) who has
the opportunity believes that under the relevant test (e.g., the
multi-factor Delaware test described above, supra, p. 221), the
opportunity is not a corporate one. Must the Key Player disclose
the opportunity to the board of the corporation in advance, and
give the latter the chance to argue that this is indeed a corporate



opportunity that the corporation wishes to pursue? At least in
Delaware, the answer is a clear “no” — the Key Player is always
free to disclose the opportunity and try to get the corporation to
say that it’s not interested, but the Key Player is not required to
make advance disclosure.

a. Significance: Of course, if the Key Player doesn’t make
advance disclosure, and takes the opportunity for herself, she
faces the risk that if the opportunity proves lucrative, the
corporation will sue the Key Player and try to unwind the
transaction or collect the profits from it. If that happens, then a
court will then second-guess the Key Player’s judgment that
the requirements of the opportunity doctrine were not
satisfied. But the Key Player is entitled to take this risk —
there is no formal requirement of advance disclosure, at least
in Delaware.

Example: Broz is a director of CIS, a publicly-held
corporation that offers cellular service in various parts of
the country. Broz also owns his own smaller cellular
provider, RFBC. Broz learns of the availability of an FCC
license called “Michigan-4,” entitling the holder to provide
cell service in a rural part of Michigan. Broz speaks
informally to a couple of CIS directors, and learns that they
do not believe CIS would have an interest in the Michigan-4
license. However, Broz does not present the opportunity
formally to the entire board of CIS. Instead, Broz causes his
own company, FRBC, to buy the license. In so doing, he
beats out a competing offer from PriCellular, another
cellular provider that is at the time in early discussions
about merging with CIS. Shortly after Broz causes FRBC to
buy the license, PriCellular and CIS in fact merge. The
management of the combined CIS/PriCellular then asserts
that the Michigan-4 opportunity was a corporate
opportunity of CIS, and that Broz was required to present
the opportunity formally to the board of CIS before buying
it for himself.

Held, for Broz. First, at the time Broz purchased, CIS



was divesting most of its cellular operations, so the
company did not have any “expectancy” regarding any new
license. Second, it is irrelevant that Broz did not formally
offer the opportunity to CIS’ board: “It is not the law of
Delaware that presentation to the board is a necessary
prerequisite to a finding that a corporate opportunity has not
been usurped.” And the fact that there was some chance that
CIS might complete a merger with PriCellular (which as
Broz knew wanted the opportunity for itself) is irrelevant,
since it was unclear that the merger would ever go through,
or that Pri-Cellular might want the opportunity post-merger.
Broz v. Cellular Information Systems, Inc., 673 A.2d 148
(Del. 1996).

5. Who is bound: Generally, courts seem to apply the corporate
opportunity doctrine only to directors, full-time employees, and
controlling shareholders. Thus a shareholder who has only a
non-controlling interest (and who is not a director or employee)
will generally not be subjected to the doctrine.

a. Lower-level employee: There are not many corporate-
opportunity cases involving lower-level employees. However,
such an employee probably has a similar duty to refrain from
usurping a corporate opportunity, under the law of agency
(which makes an employee a fiduciary for the employer). See
ALI Principles, Introductory Note to Part V, sub-par. (b).

i. Less likely to be “unfair”: However, when a low-level
employee takes a given opportunity for himself, the taking
is probably somewhat less likely to be found to be “unfair”
to the corporation than where the taking is by, say, an
officer. So to the extent that the jurisdiction considers
“fairness” in deciding whether something is a corporate
opportunity, the low-level employee is likely to have an
easier time.

6. Rejection by corporation: Even if an opportunity is a
“corporate opportunity,” the Key Player is not necessarily barred
from pursuing it himself. If he offers the corporation the chance



to pursue the opportunity, and the corporation rejects the
opportunity by a majority vote of disinterested directors or
disinterested shareholders, the Key Player may pursue the
opportunity himself. S,S,B&W, pp. 809-10. See also ALI Prin.
Corp. Gov., 85.05(a)(3)(B) and (C).

a. Disclosure: In order for the Key Player to be allowed to raise
the defense that the disinterested directors or shareholders
have rejected the opportunity on behalf of the corporation,
most courts require that the Key Player have made full
disclosure of the nature of the opportunity. Thus if President
purports to offer the corporation the chance to pursue the
opportunity but understates the potential benefits, or
overstates the cost to the corporation, rejection by the
disinterested directors or disinterested shareholders will
probably not be a defense. See ALI Prin. Corp. Gov., §5.05(a)

(D).

b. Contemporaneous vs. subsequent rejection: The safest
path is for the Key Player to offer the opportunity to the
corporation before he accepts it himself, and to wait until the
disinterested directors or shareholders have rejected it before
he acts. But if the Key Player accepts the opportunity himself,
and then persuades the disinterested directors or shareholders
to ratify his acceptance (and the corporation’s rejection) of the
opportunity after the fact, this post-facto ratification may still
be enough to allow the Key Player to escape liability.

i. Close scrutiny: However, courts probably would
scrutinize such an after-the-fact ratification more closely on
the theory that it is far less likely to manifest a truly
voluntary consent than where the opportunity is offered to
the corporation in advance, at a time when the corporation
may truly benefit from it.

ii. ALI: In fact, the ALI’s Principles are stricter than most
courts on this issue; under the ALI approach, there is a flat
rule against a director’s or senior executive’s taking a
corporate opportunity unless the opportunity has first been



disclosed and offered to the corporation and rejected by it.
In other words, under the ALI text, the director or senior
executive may not take a corporate opportunity with no
disclosure to the corporation, then receive after-the-fact
ratification by disinterested directors or shareholders.

7. Corporation’s inability to take advantage of opportunity: A
Key Player who takes a corporate opportunity for himself often
tries to defend the subsequent lawsuit by contending that the
corporation would have been unable to take advantage of the
opportunity itself, and has therefore suffered no damage. This is
a troublesome defense, since if the court allows it, the Key
Player will have absolutely no incentive to help the corporation
overcome its difficulties — he will simply take the opportunity
for himself, and count on being able to make a later showing of
corporate inability, a showing which is likely to be quite difficult
for outsiders to disprove. Clark, p. 243.

a. Types of inability: There are a number of different types of
corporate inability that Key Players have raised when sued for
usurping a corporate opportunity: (1) the corporation’s legal
inability (e.g., because of antitrust or other regulatory
restraints); (2) the refusal by the person offering the
transaction to deal with the corporation; and (3) the
corporation’s financial inability to take advantage of the
opportunity. Courts are especially reluctant to accept
justifications of type (3), since if the opportunity is a good
one, there should be a way to overcome financial constraints
(e.g., by convincing a bank or other investor to lend money, by
taking on a partner, by forming a joint venture, etc.) Clark, p.
243.

b. Strict rule: Courts are in disagreement about whether and
when the defense of corporate inability should be accepted. A
number of courts take a quite strict view, under which if the
Key Player does not make full disclosure to the corporation
and offer it the opportunity, he is simply not permitted to
argue that the corporation could not have taken advantage of
the opportunity. This “bright line” rule has the advantage of



encouraging full disclosure (and honest efforts by the Key
Player to help the corporation take advantage of attractive
opportunities).

i.

ALI: As noted, this is the approach followed by the ALI’s
Principles of Corporate Governance: If the Key Player does
not offer the opportunity to the corporation, and make full
disclosure about it, his taking of that opportunity for himself
is flat-out wrongful, even if the corporation would have
been totally unable to take advantage itself.

Example: D is the president of P, a corporate “club” that
owns a golf course. On several occasions, D buys parcels of
real estate that immediately adjoin the course. After each
purchase, D informs the board of P that she has made the
purchases; the board takes no action (it neither affirmatively
votes to ratify D’s purchases nor does anything to oppose or
undo them.) More than 10 years after the earliest of these
purchases, the board finally sues D to have the parcels held
in trust for the club, on the theory that D usurped a
corporate opportunity. D defends, in part, on the theory that
the club never had the funds to have purchased the parcels
when they became available.

Held (on appeal), for P: the case is remanded for a
rehearing by the trial court, with the ALI principles to be
applied. If the trial court concludes (as P alleges) that one or
more of the parcels was offered to D in her capacity as club
president, the opportunity must be found to be a corporate
one. Assuming that D did not make disclosure to the board
of the opportunity until after she bought the parcels, and
that the board did not thereafter affirmatively ratify her
conduct, then D will not be permitted to defend on the
grounds that her failure to offer the opportunity was “fair”
(e.g., fair because the club was not financially able to
exercise the opportunity itself). “The central feature of the
ALI test is the strict requirement of full disclosure prior to
taking advantage of any corporate opportunity.” (On
remand, the trial court concludes that D did indeed usurp a



corporate opportunity, but that no recovery is allowable,
because of statute-of-limitations and laches problems.)
Northeast Harbor Golf Club, Inc. v. Harris, 661 A.2d 1146
(Me. 1995).

(1) Where Key Player does make offer to
corporation: On the other hand, if the Key Player does
offer the opportunity to the corporation and the
disinterested directors or shareholders reject it, the
corporation’s financial, legal or other inability to take
advantage of the opportunity are to be considered as
factors in determining whether they acted “rationally” in
rejecting, an additional requirement for the “rejection”
defense. See Comment to §5.05(a).

c. Lenient view: Other courts, such as those of Delaware, take
a more lenient view toward the defense of corporate inability
than does the ALI test. For instance, in Guth v. Loft, Inc., 5
A.2d 503 (Del. 1939), the court treated an opportunity as
being a “corporate opportunity” only if the opportunity was
one “which the corporation is financially able to undertake.”
Delaware courts have continued to apply this standard, and to
hold that there is no requirement of advance disclosure if the
corporation is not in fact financially able to exploit the
opportunity.

8. ALI approach: The ALI’s Principles of Corporate
Governance are by far the most comprehensive statutory or
statute-like treatment of the problems of the corporate
opportunity doctrine. (By contrast, the MBCA doesn’t deal
specifically with the corporate opportunity doctrine at all, and
leaves this area to case law.) Because of the specificity of the
ALI treatment, and its growing acceptance by courts, we
reproduce the relevant sections:

§5.05 Taking of Corporate Opportunities by Directors or Senior Executives

(a) General Rule. A director or senior executive may not take advantage of a
corporate opportunity unless:

(1) [He or she] first offers the corporate opportunity to the corporation and
makes disclosure concerning the conflict of interest and the corporate



opportunity;
(2) The corporate opportunity is rejected by the corporation; and
(3) Either:

(A) The rejection of the opportunity is fair to the corporation;

(B) The opportunity is rejected in advance, following such disclosure, by
disinterested directors ... in a manner that satisfies the standards of the
business judgment rule; or

(C) The rejection is authorized in advance or ratified, following such
disclosure, by disinterested shareholders, and the rejection is not equivalent to
a waste of corporate assets.

(b) Definition of a Corporate Opportunity. For purposes of this Section, a
corporate opportunity means:

(1) Any opportunity to engage in a business activity of which a director or senior
executive becomes aware, either:

(A) In connection with the performance of functions as a director or senior
executive, or under circumstances that should reasonably lead the director or
senior executive to believe that the person offering the opportunity expects it
to be offered to the corporation; or

(B) Through the use of corporate information or property, if the resulting
opportunity is one that the director or senior executive should reasonably be
expected to believe would be of interest to the corporation; or

(2) Any opportunity to engage in a business activity of which a senior executive
becomes aware and knows is closely related to a business in which the
corporation is engaged or expects to engage.

§5.12 Taking of Corporate Opportunities by a Controlling Shareholder

(a) General Rule. A controlling shareholder may not take advantage of a
corporate opportunity unless:

(1) The taking of the opportunity is fair to the corporation; or

(2) The taking of the opportunity is authorized in advance or ratified by
disinterested shareholders, following disclosure concerning the conflict of
interest and the corporate opportunity, and the taking of the opportunity is not
equivalent to a waste of corporate assets.

(b) Definition of a Corporate Opportunity. For purposes of this section, a
corporate opportunity means any opportunity to engage in a business activity that:

(1) Is developed or received by the corporation, or comes to the controlling
shareholder primarily by virtue of its relationship to the corporation; or

(2) Is held out to shareholders of the corporation by the controlling shareholder,
or by the corporation with the consent of the controlling shareholder, as being a
type of business activity that will be within the scope of the business in which
the corporation is engaged or expects to engage and will not be within the scope
of the controlling shareholder’s business.

(c) Burden of Proof. A party who challenges the taking of a corporate opportunity
has the burden of proof, except that the controlling shareholder has the burden of



proving that the taking of the opportunity is fair to the corporation if the taking of
the opportunity was not authorized in advance or ratified by disinterested
directors or disinterested shareholders, following the disclosure required by
Subsection (a)(2).

a. Special features: Following are a few of the especially
noteworthy features of the ALI’s treatment of corporate
opportunity. (We’ve touched on some of these above, but for
convenience, we discuss the whole ALI approach here in a
single place.)

b. Requirement of advance disclosure: If the opportunity is a
“corporate opportunity,” the insider (director, senior executive
or “controlling shareholder”) must offer it to the corporation,
with full disclosure of its nature before he may take it for
himself. If he does not make this offer, he will not be
permitted to defend a later suit on the grounds that the
corporation was unable (for financial or other reasons) to take
advantage of the opportunity. As one court has said in
adopting the ALI approach, “the central feature of the ALI test
is the strict requirement of full disclosure prior to taking
advantage of any corporate opportunity.” Northeast Harbor
Golf Club, Inc. v. Harris, supra, p. 226.

c. Disinterested directors or shareholders: The mere fact that
the corporation rejects the opportunity does not by itself get
the Key Player off the hook. Unless the corporation’s rejection
is authorized by a majority of disinterested directors, or a
majority of disinterested shareholders (in either case,
following full disclosure), the Key Player will have to show
that the corporate rejection and the overall transaction were
fair to the corporation.

i. Effect of director authorization: On the other hand, if a
majority of disinterested directors does authorize the
rejection, then the transaction is pretty much immunized
against later attack. Only if the disinterested directors have
violated the business judgment rule (i.e., they have behaved
irrationally; see supra, p. 188) may the transaction be
attacked.



ii. Effect of shareholder authorization: Similarly, if a
majority of disinterested shareholders approves the
corporation’s rejection of the opportunity after full
disclosure, the transaction may be attacked only if their
action amounts to “waste.”

d. Senior executive has stricter duty: As noted, supra, p. 226,
a “senior executive” (i.e., a full-time high-level employee) is
held to a somewhat stricter standard than an outside director.
Any opportunity of which the senior executive becomes aware
(even if this happens outside of the corporation’s business, as
at a purely social cocktail party) is “corporate” if the executive
“knows [that the activity] is closely related to the business in
which the corporation is engaged or expects to engage.”
§5.05(b)(2). By contrast, if the outside director learns of the
opportunity, and does so while not acting either on behalf of
the corporation or by use of corporate information, the
opportunity is not a “corporate” one. §5.05(b)(1).

e. Controlling shareholder: A controlling shareholder is
treated more like a senior executive than like an outside
director. The opportunity is a “corporate” one as to the
controlling shareholder if either: (1) she learns of it while
acting on the corporation’s behalf; or (2) or the opportunity
is one that is “held out to the [other] shareholders of the
corporation” as being “a type of business activity that will be
within the scope of the business in which the corporation is
engaged or expects to engage and will not be within the scope
of the controlling shareholder’s business.” (85.12(b)(2).)

Example: Major is the controlling shareholder of newly-
formed Corp, which is to invest in Connecticut real estate.
Major also has a separate business that invests in real estate.
Major tells his fellow investors, “I’ll use my contacts to find
good Connecticut real estate investments for Corp.” No
matter how Major learns of a particular Connecticut real
estate investment, it will be a “corporate” opportunity,
because Major has indicated to his fellow shareholders that
such opportunities will be for Corp rather than for any other



businesses in which Major is involved.

9. Parent-subsidiary problems: Suppose one corporation owns a
controlling (but not 100%) interest in another corporation. In this
parent-subsidiary context, suppose that the parent decides to
take a business opportunity for itself rather than for the
subsidiary. Does the corporate opportunity doctrine apply? In
brief, the answer is probably “yes” — if the opportunity relates
much more closely to the subsidiary’s present or contemplated
business than to the parent’s, the parent probably violates its
fiduciary obligation to the subsidiary and the subsidiary’s
minority shareholders by usurping it for itself. This problem is
discussed more fully in the treatment of general parent-
subsidiary fiduciary questions infra, p. 243.

10. Remedies: Once the court has determined that a Key Player
has usurped what is properly viewed as a corporate opportunity,
what remedies are available to the corporation or its
shareholders? The usual remedy is quite draconian: the court
may order the imposition of a constructive trust, and may order
the Key Player to account for all profits earned from the
opportunity.

a. Constructive trust: If the court imposes a constructive trust,
this means that the property is treated as if it belonged to the
corporation that owned the opportunity. The court probably
may, but need not, require the corporation to pay the Key
Player for the Key Player’s direct investment made in creating
the opportunity.

b. Accounting for profits: Also, the court will usually order
the Key Player to account for the profits already made from
usurpation of the corporate opportunity.

—
Quiz Yourself on

THE DUTY OF LOYALTY (THE CORPORATE OPPORTUNITY
DOCTRINE)



51.

52.

53.

Mona Lisa Burgers, Inc. — “the burgers with the mysterious sauce” — is
an enormous (and rapidly expanding) fast-food chain. Mike Angelo owns
5% of Mona Lisa’s outstanding shares, which are publicly traded. Mike is
not an officer or director of Mona Lisa, however. Mike knows (as anyone
who reads the local business press would know) that Mona Lisa is
considering putting a restaurant into the fast-growing suburb of David.
Through friends on the David Township planning and zoning board, Mike
learns the location of a new freeway that is about to be built through
David. He snaps up nearby real estate, knowing that traffic will
skyrocket, as will the value of the property. Mike never offers the
property to Mona Lisa. Instead, he opens a fast-food restaurant of his
own, Sistine Chicken & Ribs.

(a) Mona Lisa sues Mike for usurpation of a corporate opportunity,
claiming (quite accurately) that the land would be ideal for a Mona Lisa
burger joint. Is Mike likely to be liable?

(b) Would Mike be liable if, in addition to the above facts, Mike were
an outside (i.e., non-employee) director of Mona Lisa?

(c) Would Mike be liable if he was not a director or stockholder at all,
but was Mona Lisa’s Senior Vice President in charge of sales and
marketing?

Alexis Colby is a director (but not an employee) of the Prime-Time Suds
Oil Company. Because Alexis is proud of being exceptionally
knowledgeable about the company’s affairs, she annually (and at her own
expense) takes a tour of some of Prime-Time’s properties. While on one
such trip to South America, she learns of mineral rights available in
Antarctica that seem to have promise for oil. Alexis buys the mineral
rights for herself, drills, and finds oil. Has Alexis usurped a corporate
opportunity belonging to Prime-Time?

Peter Pan is a senior employee, and one of seven board members, of the
huge, public Darling Pharmaceuticals Company. Darling’s area of focus
is cancer treatment and prevention. Peter Pan learns about research at
Hook University concerning “fairy dust,” whose main value is that it
makes people fly, but whose secondary value is that people who take it
and fly are less likely to get cancer. Peter thinks that fairy dust represents



a great commercial opportunity. He calls the chairman and 5% owner of
Darling Pharmaceuticals, Wendy Darling, and discusses the opportunity
with her at length (making full disclosure of what he thinks the benefits
will be). Peter finally says, “So, whaddya think? Shouldn’t Darling
Pharmaceuticals be in on a deal like this?” Wendy pauses and says,
“Naaaah. You take it.” Peter buys the rights to fairy dust for himself, and
it quickly becomes wildly successful. The corporation sues Peter on
grounds of usurping a corporate opportunity.

(a) If you represent Peter, what defense will you raise?

(b) Will this defense be successful?

(c) Suppose fairy dust merely helps people fly, but doesn’t prevent
cancer. Assuming that the defense you raised in part (a) is unavailable,
has Peter usurped a corporate opportunity?

54. Peter Minuit is vice president of the New England Potato Company,
which owns vast tracts of land in New York on which it grows potatoes.
He learns through friends that Chief Firewater is willing to sell Manhattan
Island, prime potato-growing land in New York, for $24. Peter knows
that New England Potato is hard-pressed financially, doesn’t have $24 on
hand, and probably couldn’t borrow it from a bank. He therefore doesn’t
mention the opportunity to New England Potato’s board or president, and
instead buys Manhattan with his own funds, with an eye toward putting a
big apple orchard there. New England Potato sues Peter for usurpation of
a corporate opportunity.

(a) If you represent Peter, what’s the main defense that you should
raise.

(b) Is this defense likely to be successful?

Answers

51. (a) No, because Mike doesn’t owe Mona Lisa a fiduciary duty on
these facts. The rule as to corporate opportunities is essentially that



“insiders” may not exploit an opportunity that rightly belongs to the
corporation. Only directors, employees and controlling shareholders will
generally be deemed to be bound by the corporate-opportunity doctrine.
[224] The mere fact that Mike owns 5% of the shares won’t be enough to
make him a controlling shareholder (and there’s nothing else to indicate
he controls the corporation); since he’s also not a director or employee,
he’s free to buy the land without regard to whether it might be a valuable
opportunity for the corporation.

(b) No, probably. If Mike were a director, he’d be barred from taking
anything that was a true corporate opportunity. But the land here probably
wouldn’t be deemed to be a corporate opportunity. Where the Key Player
is a director (but not an employee), fewer things are deemed to be
corporate opportunities. Thus the ALI’s Principles say that, vis-a-vis a
director, something is a corporate opportunity only if the director either
(1) learned of the opportunity in connection with performing his duties
for the company; (2) learned of it under circumstances where he should
reasonably have believed it was being offered to the corporation, not to
him personally; or (3) learned of it through the use of information or
property belonging to the corporation. [223] Since the facts suggest that
Mike learned of the land (and of the routing of the highway) through
means that had nothing to do with Mona Lisa or his director-work for
Mona Lisa, the land did not represent a corporate opportunity.
Consequently, the fact that the land might have been very useful to the
company is irrelevant.

(c) Yes, probably. More things are held to be corporate opportunities
when exploited by a full-time employee of the corporation than when
exploited by an outside director. Thus the ALI Principles say that an
opportunity is a corporate one if exploited by an employee who knows
that the opportunity is “closely related to a business in which the
corporation is engaged or expects to engage.” [223] Since Mona Lisa is
currently engaged in the business of putting up fast-food restaurants on
vacant land near highways in fast-growing towns (and has already
expressed interest in putting a store in David), this was a corporate
opportunity vis a vis a full-time employee. Consequently, Mike was
required to offer the property to Mona Lisa first, before buying it himself.
(The fact that Mike’s area of expertise was sales instead of, say, real-



52.

53.

estate acquisitions, won’t make a difference.) The court will probably
impose a “constructive trust,” under which Mike will be treated as
holding the property for Mona Lisa’s benefit. [229] (Mona Lisa would
have to reimburse Mike for his costs before taking control of the property,
however.)

Yes, probably. As explored in the previous answer, an opportunity is
less likely to be found to “belong” to the corporation when exploited by a
non-employee director than when exploited by a full-time employee. But
even in the director situation, if the director found the opportunity in
connection with company business, the opportunity will generally be
held to be a corporate one. [223] Since at the time Alexis learned of the
Antarctic opportunity she was visiting company properties in connection
with her role as director, that opportunity was a corporate one (which she
improperly usurped). (If she had been traveling on a vacation that had
nothing to do with Prime-Time affairs, she probably would not be
deemed to have usurped any opportunity, even though the lease would
have been of value to Prime-Time — see the answer to question 48(b).)

(a) That the corporation, through Wendy its President, rejected the
opportunity.

(b) Probably not. Most courts do indeed hold that if the corporation
rejects the opportunity after full disclosure, the Key Player may exploit
the opportunity himself. The real issue here is whether “the corporation”
has in fact rejected the opportunity. It’s true that the President has
rejected the opportunity. But most courts would probably hold that
rejection does not occur unless either a majority of the disinterested
directors, or a majority of the shareholders, have rejected it. [225] Since
no disinterested directors other than Wendy have rejected it, true rejection
did not occur here.

(c) Probably not. Although the opportunity is drug-related, Darling’s
focus — cancer — has nothing to do with a drug that merely helps people
fly; Darling’s marketing channels might not even be useful in selling the
product. Thus, this probably wouldn’t constitute an opportunity under the
line-of-business test, even though “line of business” is typically
interpreted very broadly. [222] Under the interest-or-expectancy test,
Darling didn’t have any interest or expectancy related to “flying” drugs,



nor was such a drug essential to Darling’s business. As a result, Peter
would probably win with the argument that the opportunity wasn’t a
“corporate” opportunity at all.

54. (a) That the company was financially unable to take advantage of the
opportunity, and thus hasn’t been harmed.

(b) Unclear. Courts are split about whether and when the corporation’s
financial inability to take advantage of the opportunity constitutes a
defense to a usurpation-of-opportunity claim. Many courts say that unless
the defendant made full disclosure of the opportunity to the corporation in
advance, he may not later rely on its probable financial inability as a
defense. [226] Courts following this view reason that: (1) if the
opportunity is attractive enough, the corporation might be able to raise the
funds even if it doesn’t already have them on hand; and (2) allowing
financial inability to be a defense furnishes a bad incentive to corporate
insiders, because the defense’s availability discourages the insider from
seeking a way to help the corporation raise the funds. Since Peter didn’t
notify anyone associated with New England Potato about the opportunity
before taking it for himself, he won’t be able to raise the “financial
inability” defense later, under this view.

But other courts, including Delaware, don’t require advance disclosure as
a pre-requisite to a “financial inability” defense. So in those states, Peter’s
failure to notify anyone at the company before taking the opportunity for
himself won’t bar his use of the financial-inability defense.

—

V. THE SALE OF CONTROL

A. Nature of problem: A “controlling block” of shares in a
corporation will often be worth more, per share, than a non-
controlling block. This fact raises the key question that we discuss
in this section: May the controlling shareholder sell his block for a
significantly higher price than that available to non-controlling
shareholders who also wish to sell, and keep the excess for
himself? In general, the answer is “yes,” but with some important
exceptions.



1. What is a “controlling block”: First, let’s consider what is
meant by a “controlling shareholder” or a “controlling block” of
stock. A person has effective “control” (and his block is a
“controlling block”) if he has the “power to use the assets of a
corporation as [he] chooses.” S,S,B&W, p. 1138.

a. Not necessarily majority: A person who holds a majority of
the shares of the corporation necessarily has control. But even
a minority interest may be controlling. For instance, the holder
of a substantial minority interest (e.g., 30% or more) will
usually have effective control if he holds the largest single
interest, and the remaining interests are quite fragmented. The
existence of a controlling interest is a factual question — a
20% interest might be controlling in one corporation (e.g., a
large corporation where no one else owns more than 2%) but
not controlling in another (e.g., where someone else holds a
majority or a larger minority position).

2. Why control might be worth a premium: Why should a
control block sell for a “premium”? (“Premium” is the term used
to describe the excess that an acquirer pays for the control shares
over what he would pay for non-controlling shares.) The answer
is that a person with control has the “keys to the corporate
treasury” (S,S,B&W, p. 1139), and may for a variety of reasons
attach economic value to those keys. Depending on how this
power over the corporate treasury is used, the controlling
shareholder may be acting properly or improperly; even a
“proper” use of control, however, may have real economic value
for an acquirer.

a. Change of strategy: For example, consider Investor, a
skilled business person who has been successful at buying
troubled corporations and “turning them around” by changing
their strategy. If Investor buys a non-controlling interest in
Target, he will not be able to influence Target’s strategy, and
will therefore have to depend for return on his investment on
Target’s operations and management as these now exist. If,
however, he can acquire a controlling interest in Target, he
can change the management, sell off assets, pursue new lines



of business, or otherwise directly influence Target’s future
prospects. It would not be foolish for him to pay more, on a
per-share basis, for a controlling interest than for a non-
controlling interest in Target. (Observe that having Investor
acquire a controlling interest in Target might well be
advantageous to the non-controlling holders of Target; if
Investor makes divestitures, starts new lines of business, etc.,
and thereby increases the value of the company, these
minority holders benefit along with Investor.)

b. Use for personal gain at expense of others: On the other
hand, one who acquires control may use the corporation for
less laudable purposes, and in fact for purposes which leave
the non-controlling shareholders worse off than they were
before the acquisition. For instance, Investor may pay a
premium to get a controlling interest in Target, then convert
some of Target’s assets to his own personal use. He might do
this in a direct bald-faced manner (e.g., by selling corporate
property to himself at a very below-market price) or he might
do it in a way that would be harder to attack (e.g., by paying
lower dividends on all stock, and using the savings to pay
himself an above-market salary as self-appointed president of
the company).

c¢. Summary: In any event, whether the acquirer plans to use
his control for proper or improper purposes, he would
rationally pay more per share for control than for a non-
controlling interest.

d. Seller demands control premium: Conversely, the existing
holder of control will often be unwilling to sell his stock
without getting a control premium, i.e., without getting some
compensation that is not given pro rata to other shareholders.
After all, he already has control, and is presumably drawing
some of the advantages of control (e.g., a cushy salary as
president, which he probably will lose if he sells) that the non-
controlling shareholders don’t have.

3. Ways of arranging control premium: Therefore, we have an



existing controlling shareholder and a would-be acquirer, each of
whom has an incentive to arrange a transaction in which the
controlling shareholder will receive a control premium. Buyers
and sellers of control have shown almost limitless ingenuity in
arranging ways to pay/receive extra for the control block.

Example 1: Buyer is willing to pay $1 million for the
assets of Target, 60% of the shares of which are owned by
Dominant. Instead of buying all shares for a total of $1
million (so that Dominant would get $600,000), Buyer buys
just Dominant’s shares, and pays $700,000 for them. Buyer
now controls 60% of the stock. Buyer now causes Target to
sell all of the assets to himself for $750,000. Buyer now
liquidates the corporation, and receives back $450,000
(60% of $750,000). Buyer has paid the same $1 million net
that he was always willing to pay for the assets ($700,000 to
Dominant, $750,000 to Target, less $450,000 received back
on liquidation of Target). Yet Dominant has received
$100,000 more than he would have gotten by a pro rata sale,
and the minority shareholders have gotten $100,000 less.
See S,S,B&W, p. 998.

Example 2: Same facts as Example 1. However, Buyer
merely buys Dominant’s shares for $700,000, then
continues to operate the business. The minority
shareholders have no opportunity to sell, whereas Dominant
has cashed out at an attractive price. Buyer may or may not
operate the business in a way that benefits the minority
shareholders, but clearly Dominant got an opportunity (to
sell at a price valuing the whole company at $1 million) that
the other holders have not gotten.

4. General rule allows: The general rule is that the controlling
shareholder may sell his control block for a premium, and may
keep the premium himself. Clark, p. 478.

Example: The Ds and their families collectively own 44%
of the stock of Gable Industries, Inc. The Ds sell their
interests to Flintkote Co. for $15 per share at a time when



Gable stock is selling on the open market for a little more
than $7 per share. P, a small shareholder, contends that the
minority shareholders should be entitled to share in this
control premium (apparently by having the Ds not sell all of
their shares, and allowing the minority holders to sell part of
theirs to Flintkote).

Held, for the Ds. “[A]bsent looting of corporate assets,
conversion of a corporate opportunity, fraud or other acts of
bad faith, a controlling stockholder is free to sell, and a
purchaser is free to buy, that controlling interest at a
premium price.” The relief sought by P would require that a
controlling interest could be transferred only by means of an
offer to all stockholders, i.e., a tender offer. Such a radical
change should only be done by the legislature, not the
courts. Zetlin v. Hanson Holdings, Inc., 397 N.E.2d 387
(N.Y. 1979).

5. ALI approach: The ALI’s Prin. of Corp. Gov. similarly
recognize the general rule that a controlling shareholder may sell

his control block for a premium (subject to various exceptions).
See §5.16.

6. Exceptions: But as Zetlin, supra, hints, there are exceptions to
the controlling shareholder’s general right to sell his control
block for a premium. The three main such exceptions are:

(1) the “looting” exception;
(2) the “sale of vote” exception; and

(2) the “diversion of collective opportunity” exception (which
itself has two or three subbranches).

The remainder of our treatment of “sale of control” problems is
devoted to these exceptions, which collectively have
considerable importance.

B. The “looting” exception: Probably the most important exception
to the general rule that a controlling shareholder may sell for (and
keep) a premium, is the “looting” exception: “[A] holder of
controlling shares may not knowingly, recklessly, or perhaps



negligently, sell his shares to one who intends to loot the
corporation by unlawful activity.” Clark, p. 479.

1. Investment companies: The clearest “looting” cases are those
in which the corporation’s principal or sole assets are stocks,
bonds and other liquid assets. (Such companies are usually
called “investment companies.”) The “true,” i.e., net asset, value
of shares in an investment company is usually readily calculated.
Therefore, a controlling shareholder who sells his shares to a
buyer who is willing to pay more than this net asset value has
reason to be suspicious — the high price is almost impossible to
understand if the buyer plans to run the company honestly, but
very easy to understand if he plans to steal the corporate assets.
Clark, p. 479.

2. Close corporation: Apart from cases involving investment
companies, plaintiffs have only very rarely been able to show
that the seller knew or should have known that the buyer
intended to loot the company; therefore, there are very few non-
investment-company cases in which the plaintiff has prevailed.

3. Factors considered: Here are some of the factors that courts
have treated as ones that would arouse the suspicions of a
reasonably prudent seller and thus trigger a duty to conduct
further investigation: (1) the buyer’s willingness to pay an
excessive price for the shares; (2) the buyer’s excessive interest
in the liquid and readily saleable assets owned by the
corporation; (3) the buyer’s insistence on immediate possession
of the liquid assets following the closing, and on immediate
transfer of control by resignations of incumbent directors; and
(4) the buyer’s lack of interest in the details of how the
corporation operates. Nutshell, pp. 363-64.

4. Negligence theory: Most courts seem to base liability on a
theory of negligence: the selling shareholder owes a duty of care
to the corporation, and is liable if he breaches that duty by acting
negligently (or, worse, recklessly or with malicious intent).
Because of this negligence foundation, the courts often award
damages equal to the harm suffered by the corporation. This



harm will often be greater than the “control premium” (the
excess of price paid over a fair market value of the shares), and
might conceivably even be greater than the entire purchase price
— the seller could find himself not only paying back every dime
he received, but then some!

C. The “sale of vote” exception: A second major exception to the
general rule allowing the controlling stockholder to sell for a
premium, is the so-called “sale of vote” exception.

1. General ban on sale of office: To begin with, understand that
as a matter of public policy, courts prohibit the bald sale of a
corporate office.

Example: Smith is a director of Corporation, and sits on its
nominating committee (which nominates candidates to fill
vacancies on the board). Without Smith’s vote, the board is
equally divided on many important matters of policy. Smith
decides to resign, and goes to one of the competing factions.
He says that in return for $10,000, he will not only resign, but
use his influence with his co-directors on the nominating
committee to cause a candidate favored by that faction to be
nominated and elected to fill the vacancy.

Virtually every court would strike down this agreement
(and the ensuing nomination and election of a director
stemming from it) as violating the public policy against sale of
a corporate office. Smith, as a director, owes Corporation a
fiduciary obligation, which includes the obligation to
nominate the candidate he thinks is best for Corporation, not

the one whose election will most benefit Smith personally.
Clark, p. 480.

2. Application to sale of control context: This rule against the
“sale of office” has occasionally been applied to the sale-of-
control context, so that the person selling control has to return
his control premium to the corporation or the minority
shareholders. An illegal sale of office is most likely to be found
in two situations: (1) where the control block is much less than a
majority of the shares, but the seller happens to have unusual



influence over the composition of the board; or (2) where the
sale contract expressly provides for a separate, additional,
payment if the seller delivers prompt control of the board.

. Small minority: It may occasionally happen that a shareholder,
even though he holds only a small minority of the shares,
happens to have a large influence over a majority of the board of
directors. If as part of this shareholder’s sale of his shares, he
causes this majority to resign and be replaced by directors
controlled by the buyer, the court may find that the control
premium amounts to a disguised sale of office, and will therefore
force the seller to disgorge this control premium.

a. Sale of majority of stock: On the other hand, where what is
being sold is a majority block, courts never strike down a
control premium on the “sale of vote” theory — they
recognize that the buyer will eventually be able to control the
board through the regular stockholder election process, so they
see No reason to require him to wait to achieve control.

b. “Working control” block: The sale-of-vote issue is hardest
to resolve when what is being sold is something that is, at least
arguably, “working control.” Remember that this phrase
refers to a block that is less than a majority but still large
enough that, as a practical matter, the possessor will
ultimately be able to get his nominees elected to a majority of
board seats (perhaps because there are no larger minority
blocks and the remaining interests are very fragmented). For
instance, a 20-40% block will often represent working control
of a widely-held publicly traded company. One problem with
analyzing such a situation is that there is no way to know in
advance whether a substantial minority block will indeed turn
out to be controlling in the buyer’s hands — the buyer may
expect that, say, a 25% block will give him control, yet
discover to his chagrin that because of some unforeseen
organized opposition, a competing tender offer, or some other
reason, he does not get control. In this ambiguous situation,
courts are split about whether the seller may legally charge
and pocket a premium that depends in part on his delivery of



immediate resignations of some or a majority of the directors.

i. Essex Universal case: In the principal case on this
subject, Essex Universal Corp. v. Yates, 305 F.2d 572 (2d
Cir. 1962), the two judges who discussed the issue (sitting
together on the same panel) disagreed with each other. The
block represented 28.3% of the stock, and the seller
contracted to deliver to the buyer resignations of a majority
of the directors and to cause the buyer’s nominees to
replace them. One judge believed that the court should
presume that the 28.3% block would eventually confer
control on the buyer, so that unless the plaintiff could show
otherwise, the transaction should be allowed to stand. The
other judge believed that (at least as a matter of policy
though not as a matter of interpreting New York State law)
the seller’s agreement to deliver immediate control should
be struck down unless it was “entirely plain that a new
election would be a mere formality,” which he thought was
only true for cases involving the sale of a virtual majority,
which 28% was obviously not.

4. Separate payment for sale of control: A second situation in
which the sale of the control block may be found to be an “illegal
sale of control” is if the sale contract provides for a separate
payment to be paid only for, and upon, the delivery of directors’
resignations and election of the buyers’ nominees to the board.
However, this is a pitfall that can be easily gotten around by
careful drafting: the seller’s lawyer must be careful that the
contract states a single purchase price for stock and the
resignations, rather than separate prices for each.

5. Subsequent re-election as ratification: Even where the court
might otherwise order the seller to disgorge the control premium
because he has in effect “sold his vote,” the court may reach a
contrary decision if the seller’s nominees have been re-elected at
a subsequent shareholders’ meeting. In this situation, the fact
that the buyer’s nominees have been re-elected by shareholder
vote shows either that the buyer did have working control, or that
the minority shareholders have not been damaged (since they



have ratified the buyer’s choices for the board); in either event,
there is no reason to confiscate the seller’s control premium.

D. Diversion of collective opportunity: The final major category of
exceptions to the general rule allowing a control premium has been
called the “diversion of collective opportunity” (Clark, p. 482), a
phrase which we use here. This phrase refers to situations in which
for one reason or another the control premium should really be
found to belong either to the corporation or to all shareholders pro
rata. The two main situations in which courts have found such a
diversion of collective opportunity are:

[1] where the court decides that the control premium really
represents a business opportunity that the corporation could
and should have pursued as a corporation; and

[2] where a buyer initially tries to buy most or all of the
corporation’s assets (or to buy stock pro rata from all
shareholders), and the controlling shareholder instead talks him
into buying the controlling shareholder’s block at a premium
instead.

1. Displaced corporate-level business opportunity: The first of
these sub-types of “diverted collective opportunity” is somewhat
amorphous: the idea is that the corporation as such has a
business opportunity that it would normally pursue on its own,
but for some extraneous reason the value of this opportunity is
instead “sold” to the buyer of a control block in return for a
control premium. The best-known (and perhaps the only) case
clearly illustrating this “displaced company-level opportunity”
theory (see Clark, p. 482) is the landmark case of Perlman v.
Feldmann, 219 F.2d 173 (2d Cir. 1955). Because of this case’s
importance, we consider it in some detail:

a. Facts: Feldmann was the president and dominant shareholder
of Newport Steel Corp. During the Korean War, the steel
industry voluntarily refrained from increasing its prices, even
though the war caused demand to skyrocket and shortages to
develop. Wilport Co. was a syndicate of steel end-users who
wanted to obtain more steel than they had been able to get.



Wilport bought Feldmann’s controlling interest in Newport for
a price of $20 per share (at a time when the publicly-traded
shares of Newport were selling for $12 a share, and its book
value per share was $17). Once Wilport gained control, it
apparently caused Newport to sell substantial amounts of steel
to Wilport’s members, though such sales were always made at
the same prices Newport charged its other customers. Non-
controlling shareholders of Newport sued Feldmann, arguing
that the control premium Feldmann had received for his shares
was directly due to the premium buyers were willing to pay
for steel in a time of shortage, and that this premium was
therefore essentially a corporate asset that should belong to all
shareholders pro rata.

i. The Feldmann Plan: The plaintiffs supported this
assertion by pointing out that before the stock sale, Newport
had been obtaining some extra benefit from the steel
shortage by use of what was known as the “Feldmann
Plan.” Under the Plan, would-be customers would make
interest-free advances in return for firm commitments to
them of Newport’s future steel production. Newport could
then use these interest-free loans to build new plants,
improve its existing plants, etc. In other words, use of the
Feldmann Plan allowed Newport to in effect raise its prices
(by obtaining interest-free loans in addition to the purchase
price) without violating the industry’s voluntary price
guidelines. The plaintiffs apparently claimed (though this is
not completely clear from the opinion) that after Wilport
took control, it caused Newport to reduce or eliminate
Feldmann Plan transactions, at least as to purchases made
by Wilport’s syndicate members.

b. Holding: The Court of Appeals agreed with the plaintiffs
that by selling his control block for a premium, Feldmann had
violated his fiduciary duty to the other share-holders. The
court made it clear that it was not imposing any general rule
that sale of a control block for a premium was a violation of
fiduciary obligations. But when there was an opportunity for



corporate-level gain, and instead the controlling shareholder
appropriated that gain for himself, there was a breach of such
obligations — Newport could have continued to realize its
extra profits by maintaining and even expanding the Feldmann
Plan; instead, this corporate opportunity was (apparently)
transformed into abolition of the Feldmann Plan and dollars
into Feldmann’s own pocket.

c. Remedy: The court took the further unusual step of ordering
that any recovery (the amount of the premium) be paid solely
to the minority stockholders, not to the corporation. That way,
Wilport (now the owner of Feldmann’s shares) would not get
any benefit from the recovery.

d. Dissent: Judge Swan wrote a well-known dissent. He
contended that the usual rule (that a controlling shareholder
may sell for a premium and keep it) should be applied so long
as there was no evidence that the sale of control, or the buyer’s
subsequent actions, injured the corporation or the minority
holders. Here, he found no such evidence — he stressed that
Wilport syndicate members paid the same price for Newport
steel as any other customer did. (He conveniently ignored the
apparent fact that Wilport caused Newport to eliminate the
Feldmann Plan, thus effectively lowering prices charged to all
buyers of Newport steel.)

e. Significance: The significance of Perlman v. Feldmann is
fairly narrow: if the corporation has an unusual business
opportunity that it is not completely taking advantage of (e.g.,
the ability to raise prices, to obtain interest-free loans, or
otherwise to prosper in a time of great demand for its
products), this opportunity may not be appropriated by the
controlling shareholder in the form of a premium for the sale
of control.

2. Seller switches type of deal: If the buyer proposes to buy the
entire company, but the seller instead switches the nature of the
deal by talking the buyer into buying just the seller’s control
block (at a premium), a court may take away the seller’s right to



keep the premium, on the grounds that all shareholders deserve
the right to participate.

E. ALI approach: The ALI’s Prin. of Corp. Gov. don’t recognize
the above three exceptions as such. Instead, the ALI approach sets
out two more general exceptions to the general rule that the control
block may be sold for a premium:

2 The controlling shareholder may not fail to make disclosure to
the other shareholders with whom he deals in connection with
the transaction.

Example: A, the 52% shareholder of Corp., agrees to sell
his block to Acquirer at an above-market price.
Simultaneously, as part of his arrangement with Acquirer, A
recommends to the minority holders that they sell to
Acquirer at the market price. A doesn’t tell the minority
holders that he’s selling at a higher price. The ALI Prin. of
Corp. Gov. say that A has violated his “duty of fair dealing”
to the minority holders. See Illustr. 4 to §5.16.

2 The controlling shareholder may not sell his control block if “it
is apparent from the circumstances that the purchaser is likely to
violate the duty of fair dealing ...in such a way as to obtain a
significant financial benefit for the purchaser or an associate.”

Example: This covers the “looting” situation: if it should
be apparent to the controlling holder that the purchaser will
sell corporate assets to himself at a below-market price, or
sell property to the corporation at an above-market price,
the controlling shareholder can’t carry out the transaction
(even at a market price).

F. Remedies: As we’ve said above, in a normal situation the
controlling shareholder may sell for, and keep, the control
premium. But in those special situations where the general rule
does not apply (sale to looter, sale of office, diversion of collective
opportunity), what exactly is the remedy that the plaintiff who
succeeds on the merits will receive? The two basic possibilities are:
(1) return of the premium to the corporation; and (2) payment of



some portion of the premium directly to the non-controlling
shareholders.

1. Recovery by corporation: For these three theories of recovery
— sale to looter, sale of office and diversion of collective
opportunity — the most logical form of recovery is by the
corporation. At least arguably, it is the corporation’s assets that
have been sold to produce the control premium, so it is the
corporation that should get the premium back. This is indeed
how some cases have been decided.

2. Benefits purchaser: But there is a big problem with having the
control premium returned to the corporation: this remedy gives
the purchaser — the very person who agreed to pay the control
premium — an unanticipated and probably undeserved windfall.
For instance, if Dominant owns 50% of Target, and sells that
stake to Buyer for a $10 per share premium, if the premium is
ordered returned to Target then half of it will effectively end up
in Buyer’s pocket (since he now owns 50% of Target’s shares).
Therefore, the court may decide to order the seller to repay
directly to the minority shareholders their pro rata part of the
control premium.

a. Perlman v. Feldmann: This is exactly what happened on
remand in Perlman v. Feldmann, supra, p. 238. The district
court concluded that the premium had been $5.33 a share, or
$2,126,280. The non-controlling minority shareholders owned
63% of the stock. Therefore, the court ordered that the selling
controlling holder pay them $1,339,769 (63% of $2,126,280).
See Perlman v. Feldmann, 154 F.Supp. 436 (D. Conn. 1957).
This method allowed Feldmann to keep his pro rata share of
the control premium, and prevented the buyers from getting
back any of the benefit from the control premium they had
paid.

—
Quiz Yourself on

THE DUTY OF LOYALTY (THE SALE OF CONTROL)



55.

56.

57.

Abner Doubleday is a 55% shareholder of the NASDAQ-listed Splendid
Splinter Baseball Bat Company, Inc. The fair market value of Splendid
Splinter’s stock on NASDAQ is $20. Doubleday decides he wants to give
up the bat business and go into something really lucrative — forging
sports memorabilia. Scuff Spitballer, a reputable businessman, offers to
buy Doubleday’s shares for $30 each, if he’s willing to sell all of them.
Doubleday accepts the offer. Splendid Splinter’s minority shareholders
sue Doubleday on behalf of Splendid Splinter, seeking the $10 premium
he received for his shares over fair market value. Who wins?

Ali Baba Art Galleries, Inc., buys and sells fabulously expensive works
of art. Ali Baba, controlling shareholder of the galleries, sells his shares to
Scheherezade, at a price $20 a share above market value. Scheherezade
immediately begins to sell to herself the Galleries’s inventory of art
works at grossly understated prices. By the time minority shareholders
wake up and sue Scheherezade, she has secreted the works (apparently in
the vaults of an unidentified Swiss bank), and is thus effectively
judgment-proof.

(a) You represent one of the minority holders. On what theory might
you sue Ali Baba for the difference between the true value of the artworks
sold by Scheherezade to herself and the price she paid?

(b) State the factors (not necessarily ones presented explicitly in the
above statement of facts) that, if proved at trial, would support your
theory of recovery.

The Sleeping Beauty Sewing Machine Company has seven directors. Its
shares are publicly traded, with a price hovering around $10 a share. Evil
Stepmother decides she wants to acquire control of the company. Evil
Stepmother approaches five of the directors — Grumpy, Dopey, Sleepy,
Bashful, and Doc — and asks them to sign a document in which they
agree that they will (1) immediately resign and (2) as a final act on the
board, vote for Evil’s nominees as their successors as directors. The
document also states that Evil will pay each director $20 a share for his
shares. The five directors together own about 7% of the company’s stock.
(The President owns about 25% of the stock, and the rest is held by the



public at large.) The directors sign the agreement, then resign and vote as
they’ve agreed to do.

(a) What is the best theory under which a minority holder in the
company could sue the 5 resigning directors?

(b) Will that theory succeed?

Answers

55.

56.

Doubleday. The issue here is whether a controlling shareholder can sell
his control at a premium — that is, a price above the fair market value of
the shares. The general rule is that he may, in fact, sell his shares for
whatever price he wants. [234] There are exceptions to this doctrine, but
none of the exceptions applies here. (For instance, Doubleday has no
reason to believe that the buyer will loot or otherwise harm the
corporation, Doubleday hasn’t explicitly agreed to transfer control of the
board as a condition of the deal, and there’s no reason to believe that the
premium is a diversion of a “collective opportunity.”) So Doubleday is
within his rights in collecting something extra for his controlling stake,
even though he’s getting a benefit not available to other shareholders.

(a) That Ali Baba knew or should have known that Scheherezade
was likely to “loot” the company.

Part of a controlling shareholder’s fiduciary duty to his corporation is that
he cannot sell control to anyone whom he knows or should know will
harm the company (e.g., by looting the company’s treasury, committing
fraud on the corporation after acquiring control, or implementing business
policies that would harm the corporation or its shareholders). [235]

(b) Any facts that ought to have put Ali on notice of Scheherezade’s
intent-to-loot would be helpful.

Look for pre-transaction facts known to Ali, such as Scheherezade’s
exaggerated interest in the corporation’s liquid assets; any demand by her
that control be transferred to her immediately following the closing; any
sign that she had only a negligible interest in the corporation’s operations;
or evidence that as Ali knew, Scheherezade had engaged in similar self-



dealing with corporations she’d bought in the past. [235] (Her mere
payment of a substantial premium for control, by contrast, would be only
a weak indication that she might intend to loot the corporation.)

57. (a) That the document constituted an illegal “sale of office.” A
director or group of directors, like any other shareholder, can normally
sell for a “control premium.” However, a director cannot baldly sell “his
office,” i.e., his directorship. [236]

(b) Yes, probably. Since the 7% stake bought by Evil would not
normally have given her control of the board, and since the purchase
agreement here was expressly contingent on the sellers’ resignations and
votes for Evil’s board nominees, it’s hard to imagine a more blatant sale
of a directorship. So the court will probably order the selling directors to
disgorge the control premium either to the corporation or (preferably)
directly to the shareholders other than Evil. (If the 5 selling directors
owned, and were selling, a majority of the shares, then probably no sale-
of-office would be found; that’s because Evil would have been able to get
control of the board eventually, even without the resignations and
succession votes by the sellers. The same would probably be true if the
selling directors were selling Evil a “working majority.” [236])

—

VI. OTHER DUTIES OF CONTROLLING
SHAREHOLDERS

A. Introduction: So far in this chapter, we have looked at various
contexts in which controlling shareholders, like directors and
executives, have a duty of loyalty to the corporation. We now focus
on a collection of miscellaneous contexts in which controlling
shareholders, in particular, may have a special duty of loyalty to
their fellow non-controlling shareholders. Of these special contexts,
the most important is that involving a parent-subsidiary relationship
— a parent that does not own all the stock of the subsidiary is
generally held to have a fiduciary obligation to the subsidiary’s
minority shareholders. This topic is discussed beginning infra, p.
243.



B. Possible general fiduciary duty: Does a controlling shareholder
have any kind of general fiduciary duty to his fellow non-
controlling shareholders?

1. Not covered by statute: Few if any states impose such a
general fiduciary duty on the controlling shareholder by statute.
For instance, the MBCA is completely silent about the general
fiduciary obligations (if any) owed by controlling shareholders.
(Of course, if the controlling shareholder is also a director or
executive, there are likely to be statutory duty-of-loyalty
obligations explicitly imposed on him, such as MBCA §8.31’s
rules on self-dealing transactions involving directors. But the
point I am making here is that few if any statutes impose
fiduciary obligations on a shareholder qua shareholder.)
Therefore, any fiduciary obligations must be imposed as a matter
of case law.

2. Close corporation situation: In the case of a close
corporation, some courts have expressly concluded that the
controlling shareholder has a significant fiduciary obligation to
his fellow shareholders. See, e.g., the landmark case of Donahue
v. Rodd Electrotype Co, supra, p. 161. Thus Massachusetts (the
state where Donahue was decided) as a matter of case law
prevents a controlling shareholder in a close corporation from
putting his own interests ahead of those of his fellow
shareholders. For instance, the controlling shareholder may not
cause the corporation to redeem some of his own shares at an
attractive price, without also causing the corporation to offer a
similar redemption arrangement to the minority shareholders.
Donahue, supra.

3. Public corporations: Where the corporation is publicly held,
the courts have been less quick to impose on the controlling
shareholder a fiduciary obligation with any real bite. The fact
that a controlling shareholder is generally allowed to sell his
controlling interest at a premium (supra, p. 234) is one
illustration of this lack of any generally-recognized fiduciary
obligation to one’s non-controlling co-shareholders.



a. Possible duty of complete disclosure: However, even in the
public-company context, when a controlling shareholder or
group deals with the non-controlling shareholders some courts
say the controller owes the non-controllers a duty of
disclosure (not a duty to behave with substantive fairness)
with respect to the transaction, as a matter of state common
law.

Example: Controlling shareholders in ABC give notice of the
proposed buyback of a minority block of stock, without telling
the minority holders that due to secret developments the
minority holders would benefit by exercising certain
conversion rights. A court might well hold that this failure to
give complete disclosure violated the majority’s common-law
obligation to the minority. See, e.g., Zahn v. Tansamerica
Corp., 162 F.2d 36 (3d Cir. 1947), so holding.

C. Parent/subsidiary relations: Most cases involving the duties of a
controlling shareholder to the non-controlling holders arise in the
context of the relationship between a parent and its not-wholly-
owned subsidiary. In general, these parent/subsidiary cases are
analyzed the same way as any other case involving the duties of a
controlling shareholder to the non-controlling holders. Thus some
courts say that the parent has a fiduciary obligation to the other
shareholders in the subsidiary, but it is not clear how much bite this
obligation has. We must look at different contexts (e.g., merger,
dividends, parent-subsidiary contracts, etc.) to get a meaningful
view of what the parent’s obligations are, since these vary
depending on the context.

1. Merger: It will often be the case that the parent wants to turn
the subsidiary into a wholly-owned subsidiary, by buying out the
minority shareholders and then merging the subsidiary into the
parent. In these transactions, the general rule is that the merger
must be at a fair price. The main legal issues are: What price is
fair? and How should the determination of fairness be made?
This topic is discussed extensively beginning infra, p. 411; see
especially the treatment of Weinberger v. UOP, infra, p. 425.



2. Dividends: The parent, by virtue of its controlling interest in
the subsidiary, will be able to control or at least influence the
subsidiary’s dividend policy. The minority holders may not like
this dividend policy: they may feel that the dividend is too high
(and the cash should instead be reinvested in the subsidiary’s
business rather than being paid out pro rata to the parent and to
the minority holders); or, they may feel that the dividend is too
low (and should be paid out rather than re-invested in the
subsidiary’s business). The minority holders can plausibly argue
that when the parent sets the subsidiary’s dividend policy, the
parent is engaged in a self-dealing transaction (defined supra, p.
198), and that the policy should therefore be closely scrutinized
by the court.

a. Unsuccessful argument: However, the minority holders in
this parent/subsidiary situation have generally been
unsuccessful at getting the courts to apply the self-dealing
rules to dividend transactions. Courts generally are swayed by
the fact that the dividends are paid pro rata to all shareholders,
so the parent isn’t getting any more money per share than are
the minority holders. Courts that take this view ignore the fact
that different shareholders have different preferences, and the
fact that a given dividend policy that is good for the parent
may be bad for other shareholders. In any event, the general
rule seems to be: even though the parent may be controlling
the subsidiary’s dividend policy, so long as that policy
satisfies the business judgment rule (i.e., it isset in good faith
after reasonable investigation, and is not completely
irrational;' see supra, p. 182), it will be upheld by the court.

Example: Sinclair Oil (“Sinclair”) owns 97% of the stock
of Sinclair Venezuelan Co. (“Sinven”). Sinclair controls the
board of directors of Sinven. Sinclair causes Sinven to pay
out extremely high dividends (in fact, dividends in excess of
Sinven’s earnings) during a 7-year period. The Ps (who are
among the 3% minority stockholders in Sinven) sue
Sinclair, arguing that this dividend policy violates Sinclair’s
fiduciary duty to Sinven.



Held, for D (at least on this point). The dividends were
paid in proportion to stockholdings, so that Ps got their
aliquot share (3%) of all dividends paid. Therefore, the
setting of the dividend policy was not self-dealing by
Sinclair. Instead, the policy must be judged by the business
judgment rule. Since the Ps cannot show that the dividends
resulted from “improper motives and amounted to waste,”
the business judgment rule is satisfied and the dividend
policy must be upheld. (Other aspects of the case are
discussed infra, p. 244). Sinclair Oil Corp. v. Levien, 280
A.2d 717 (Del. 1971).

3. Self-dealing between parent and subsidiary: As Sinclair
indicates, the fact that Parent has set Subsidiary’s dividend
policy does not constitute self-dealing. But other types of
transactions between Parent and Subsidiary may well be found to
be self-dealing. If so, these transactions are judged by the same
rules applied to self-dealing transactions outside of the
parent/subsidiary context. (See supra, p. 200, for an explanation
of these rules.) In general, the minority holders in Subsidiary can
therefore get a self-dealing transaction struck down if they can
show that it was not fair to Subsidiary and that it was not
approved by either disinterested directors or disinterested
shareholders.

a. Dominated board: In the common situation where Parent
dominates the entire board of Subsidiary, this means that
unless the minority shareholders have been given a chance to
ratify the self-dealing transaction, they can have the court
strike down the transaction if it is not fair to them. In fact,
once the minority holders of Subsidiary show that there has
been self-dealing by Parent with respect to Subsidiary, the
burden of proof shifts to Parent: Parent must now show
affirmatively that the transaction was fair to Subsidiary.

Example: Go back to the facts of Sinclair, supra. Sinclair
and Sinven make a contract in which Sinven agrees to sell
all of its crude oil and refined products to Sinclair at
specified prices, payment to be made on receipt. The



contract includes minimum and maximum quantities.
Sinclair breaches the contract in several respects (e.g., it
does not pay on receipt, and it does not order the
contractually-specified minimums). The Ps (minority
shareholders in Sinven) claim that the contract constituted
self-dealing, and that it should be struck down unless
Sinclair shows that the contract was fair.

Held, for the Ps. “Self-dealing occurs when the parent, by
virtue of its domination of the subsidiary, causes the
subsidiary to act in such a way that the parent receives
something from the subsidiary to the exclusion of, and
detriment to, the minority stockholders of the subsidiary.”
Here, the contract meant that Sinclair was taking Sinven’s
oil for itself, rather than allowing the oil to be sold on the
open market. Therefore, the contract was self-dealing. Such
a self-dealing contract will only be upheld if the parent
satisfies the “intrinsic fairness” standard. Here, Sinclair did
not bear the burden of showing why Sinven’s failure to
enforce the contract against Sinclair was “intrinsically fair”
to the minority shareholders of Sinven. Therefore, Sinclair
is liable to the minority holders for their share of the
damages that Sinven could have obtained for breach.
Sinclair Oil Corp. v. Levien, supra, p. 244.

b. Other kinds of contracts: Sinclair was a very clear example
of self-dealing (even though the level of unfairness to the
minority holders was apparently not great): Parent was buying
all of Subsidiary’s output. But courts have also found self-
dealing — and struck it down on grounds of unfairness —
where the presence of Parent on both sides of the transaction
with Subsidiary was much more subtle. For instance, the court
may hold that Parent’s provision of legal, accounting,
financial or other general corporate services to Subsidiary
amounts to self-dealing, and must be struck down if unfair.

4. Acquisitions and other corporate opportunities: Recall that
the doctrine of “corporate opportunity” prevents a Key Player
from usurping for himself an opportunity that is found properly



to “belong” to the corporation. This corporate opportunity
doctrine may apply in the parent/subsidiary context: If Parent
takes for itself an opportunity (e.g., an acquisition) that the court
finds really belongs to Subsidiary, the minority holders of
Subsidiary will be able to reclaim that opportunity for
Subsidiary, or at least recover damages.

a. Standard: In general, courts have applied the same corporate
opportunity doctrine in the parent/subsidiary context as they
do in the ordinary non-subsidiary situation. See Clark, p. 256.
For instance, if the court would apply a multi-factor test like
Delaware’s (p. 221) to a transaction in which President takes
for himself a business opportunity that might have been taken
by Corporation, the court would presumably also apply this
multi-factor test to determine whether an opportunity taken by
Parent belongs to Subsidiary.

5. Disinterested directors: Both for self-dealing transactions and
for corporate opportunities, Parent may avoid claims of
unfairness by Subsidiary’s minority shareholders if Parent
somehow (perhaps temporarily) “undoes” its domination of
Subsidiary. For instance, if Subsidiary has some truly
disinterested directors (e.g., directors elected by the minority
shareholders), Parent could let these disinterested directors
negotiate on behalf of Subsidiary. This would help immunize
any contract between Parent and Subsidiary against a claim of
self-dealing, and would permit Subsidiary to pursue any business
opportunity on its own that was also being pursued by Parent.

a. Mergers: In the case of a proposed merger of Subsidiary
into Parent (and consequent forced buyout of the minority
shareholders of Subsidiary), having Subsidiary represented by
such an independent committee of directors is now the normal
way of proceeding. See infra, p. 426.

—

Exam Tips on



THE DUTY OF LOYALTY

The duty of loyalty is the single most frequently-tested subject on exams.
Duty of loyalty issues often appear in the same fact patterns as duty of care
issues. Watch particularly for self-dealing transactions (transactions in
which a director has a financial interest) and situations in which a director or
senior exec. takes personal advantage of an opportunity which might belong
to the corporation.

« Self-dealing transactions are usually easy to spot. Look for situations in
which the corp. has conducted business with a director or senior exec.
(“Key Player”), or with a member of a Key Player’s family.

Once you spot a self-dealing transaction, remember that you have to do a
multi-step analysis to determine whether it’s a breach of the duty of
loyalty:

Step 1: Did the Key Player disclose the conflict and the nature of the
transaction in advance to either senior management or the entire board
(whichever would normally be expected to make the decision for the
corp. on whether to do the transaction)? If “yes,” go to Step 2. If “no,”
got to Step 3.

Step 2: [For advance disclosure situations]: Did a majority of the
“disinterested directors” (or a “disinterested superior” if the Key
Player is not a director) approve the transaction? If “yes,” there was no
breach of the duty of loyalty. If “no,” go to Step 3.

Step 3: [For situations where there was no advance-disclosure-plus-
approval]: Did the Key Player disclose the conflict and nature of the
transaction dafter it was entered into (either before suit or within a
reasonable time after suit was filed), to either senior management or the
board (as appropriate — see Step 1)? If “yes,” go to Step 4. If “no,” go
to Step 5.

Step 4: [For after-the-fact disclosure situations]: Did a majority of the
“disinterested directors” (or a “disinterested superior” if the Key Player
is not a director) ratify the transaction? If “yes,” there was no breach of
the duty of loyalty. If “no,” go to Step 5.



Step 5: [For situations where the board never gave proper approval or
ratification]: Did a majority of disinterested shareholders, following
disclosure of the conflict and the transaction, either approve it in
advance or ratify it afterwards? If “yes,” go to Step 6. If “no,” go to
Step 7.

Step 6: [For situations where the disinterested s/h’s approved]: Was the
transaction a “waste” of corporate assets, viewed as of the time of s/h
approval or ratification? If “no,” there was no breach of duty of loyalty.
If “yes,” it is a breach of the duty of loyalty.

Step 7: [For sits. where there is neither board nor s/h approval or ratif.]:
Was the transaction “fair” to the corp. when entered into? If “yes,”
there is no breach of duty of loyalty.

If “no,” there is a breach of loyalty.

Example: Pres, the president of A Corp., negotiates an agreement for
A Corp. to buy all of Y Corp’s outstanding shares. Only one of A’s 6
other directors is told by Pres. that Pres’s immediate family holds all
of Y Corp’s shares. The board approves the transaction. Y Corp.
proves to have little value. A minority s/h brings a derivative action
against Pres. for damages from the purchase. You should say that
since there was never disclosure of the conflict to all the independent
directors [Steps 1 and 3 above], and since there was no shareholder
approval [Step 5], the court will strike down the transaction unless it
believes that the transaction was “fair” to the corporation [Step 7].

Other examples of self-dealing: (1) Pres. negotiates to have all of
Corp’s properties cleaned by X Co., and doesn’t disclose that he has a
large ownership interest in X Co. (2) B, a director of Corp., conveys
equipment worth $50K to Corp. in return for $100K of stock, without
disclosing that the equipment is only worth $50K (and while knowing
that most directors think it’s worth $100K).

> Always remember that pre-approval (after disclosure) by a
majority of the disinterested directors or a majority of disinterested
shareholders will immunize the transaction, and a court will not
even consider whether the transaction is “fair.” (See Steps 2 and 5.)

== Also, post-transaction disinterested-shareholder ratification of the



transaction, made after disclosure and before suit, will always
immunize the transaction (Step 5), and post-transaction
disinterested-director ratification will usually immunize it (Steps 3-
4).

> Remember that if the facts suggest to you that the transaction was
“fair” (i.e., not disadvantageous) to the corp., viewed as of the time
it was made, it won’t be set aside or serve as the basis for damages,
even if there was no disclosure, no independent-director approval
and no shareholder approval. That is, fairness puts a complete end
to the inquiry.

« Whenever a fact pattern indicates that a Key Player has taken personal
advantage of an opportunity, consider whether the doctrine of corporate
opportunity applies. Remember that this doctrine prohibits a Key Player
from taking advantage of an opportunity which belongs to the corp.,
unless he first discloses the offer to the other directors or to senior
management.

== Here are some factors which strengthen the inference that an
opportunity is a corporate one:

2 The Key Player learned of the opportunity while acting in his role
as the corp’s agent rather than as an individual;

2 The opportunity is closely related to the corp’s existing or
prospective activities;

O The opportunity is essential to the corp’s well-being; or

2 The corp. had (and the Key Player knew that the corp. had) a
reasonable expectation that the opportunity would be regarded as a
corporate one.

Example: At a board meeting of A Corp., B, a director of the corp.,
learns that the corp. is planning on expanding, and that it’s examining
3 parcels adjacent to one of its existing plants. B pays $3,000 for an
option to buy one of those parcels for $120,000, and does not tell his
fellow directors before doing this. B has probably usurped a corp.
opportunity, since he learned of the parcel’s availability from his
work for the corp., the parcel is closely related to the corp’s
prospective activities (expansion), and the corp. reasonably expected



that any parcels considered during the board meeting would be
viewed as corporate opportunities. Therefore, B can probably be
required to turn over the option to the corp.

= [t generally takes less of a conflict for the corp. opportunity doctr. to
apply when the Key Player is a full-time employee than where she is an
outside director.

w If the corp. opport. doctr. otherwise seems to apply, check whether the
fact pattern contains signs that the corp. wouldn’t have been able to
take advantage of the opportunity even had it known of the
opportunity. Say that courts are split about whether corporate inability
(e.g., lack of financial resources) can be a defense.

« Be alert for duty-of-loyalty issues where the fact pattern involves
executive compensation. Make sure that the corp. is receiving some
benefit as a result of the compensation scheme — if it’s not, it’s likely to
be invalid as a “waste” of corporate assets.

i If a compensation arrangement is approved in advance by
disinterested directors or disinterested s/h’s, this pretty much
immunizes it from s/h attack, even if a court might otherwise believe
the compensation is “excessive.” (Courts are split as to whether this is
true even where the person receiving the compensation is a senior
executive who has participated in the process by which the
compensation was set.)

= Stock options are ordinarily acceptable, provided they do not result in
clearly excessive compensation.

1= Retirement benefits may pose a problem, especially if they are
awarded at the moment of retirement, without being part of a general
or pre-existing plan. Here, a s/h could claim that this is waste (or
without consideration), because the corp. isn’t getting anything in
return. (Example: At the moment when Bill, a senior manager at A
Corp., says he’s retiring, Prexy [pres. of A Corp.] makes a written
promise to pay Bill a $4,000/mo. pension for life. A Corp. does not
have any general pension plan. A s/h might successfully attack this
promise as being waste and without consideration, in which case the
court may order the promise not to be enforced.)



-

Sometimes you’ll have a problem of interlocking directors (X is a
director of two corps who do business with each other). Here, say that the
duty-of-loyalty problems are typically not as severe as where a director
deals for himself: unless the director’s own financial interest is
substantially at stake, the fact that he sits on both boards won’t create a
conflict when the two corps do a transaction together (as long as there’s
disclosure of the fact that the director sits on both boards).

Example: X is a director of both A Corp. and B Corp., and each corp.
knows this. At a B Corp. meeting, X votes to have B Corp. buy certain
property from A Corp. Unless X’s financial stake in A Corp. (and the size
of the transaction) are enough to give X a significant financial incentive to
have B Corp buy the property, X’s voting for the transaction is not a
breach of his duty of loyalty to B.

Keep in mind that a controlling s/h may (it’s not clear) have an obligation
to behave in a fiduciary manner towards minority holders. This principle
is most likely to be applied if the majority tries to “freeze out” the
minority. Be especially alert to freeze-out and other mistreatment-of-
minority problems if the corp. is a closely-held one.

Example: A, B, C, and D each own 25% of Corp. Corp. has always paid
generous dividends to each s/h, since Corp’s own operations don’t need
much capital. A, B, and C learn that D is desperately in need of cash, and
is counting on continuation of the dividend stream. The 3 vote to suspend
dividends for the sole reason of pressuring D, so that they can induce him
to sell his stock back to Corp. cheaply. This is probably a violation of the
duty of loyalty, since A, B and C have served their own interests rather
than the interests of all holders.

Even if you conclude that there’s been a breach of the duty of loyalty, be
sure to check that the corp. has suffered an actual loss — if there’s no
actual loss, then there can’t be any recovery.



1. Courts seem to ignore the third requirement for the business judgment rule, that the decision-
maker not be “interested” in the decision. Thus even though it’s the parent or its employees and
directors, not independent directors of the subsidiary, who set the dividend policy, the policy will get

the benefit of the business judgment rule if it’s set in good faith, after reasonable investigation, and in a
not-completely-irrational way.



CHAPTER 8
INSIDER TRADING (AND RELATED TOPICS)

ChapterScope ,

This Chapter mainly discusses the rules that prohibit corporate insiders from
trading in their corporation’s publicly-held stock while in the possession of
non-public information. Key concepts:

Definition: Most commonly, insider trading occurs when a corporate
“insider” (generally an employee or director of the corporation whose
shares are being traded) buys or sells the corporation’s stock, at a time
when he knows material non-public information about the company’s

prospects.
State laws: State law provides very little protection against insider trading.

10b-5: Federal law prohibits insider trading. The main federal prohibition
comes from SEC Rule 10b-5.

a Private right of action: A person who has been harmed by an insider’s
trading (e.g., a non-insider who sold stock while the insider was buying)
has the right to bring a private civil suit against the insider for damages.

a “Insider,” “tippee” or “misappropriator”: A person isn’t liable for
insider trading unless he is either an “insider,” a “tippee,” or a
“misappropriator.” An “insider” is one who learned the information
either as an employee or director of the corporation whose stock is being
traded (true insider) or as one who was performing services for the
corporation, such as a lawyer or accountant (constructive insider). A
“tippee” is one who learned the information from an insider. A
“misappropriator” is one who learned the information from one other
than the issuing corporation, and breached a confidence by trading on
the information.

»

Short-swing trading profits: Entirely apart from true “insider trading,
816(b) of the Securities Exchange Act says that the profit from any



purchase-and-sale or sale-and-purchase of a public company’s stock within
6 months by an officer, director or 10%-shareholder must be repaid to the
corporation. This is the ban on “short-swing trading profits.” This rule
applies even if the insider does not in fact have any non-public information
at the time he trades.

I. INTRODUCTION TO INSIDER TRADING

A. Definition of insider trading: As the term is used in everyday
discourse, a person engages in “insider trading” if he buys or sells
stock in a publicly-traded company based on material non-public
information about that company. Clark, p. 264. This very broad
definition is the one we will have in mind when we use the phrase
“insider trading” in this book.

1. Not all kinds illegal: You might think that all kinds of insider
trading (as we’ve just defined it) are illegal under federal or state
law principles. But interestingly, this is not so.

a. Illustration: For instance, suppose that Jones is sitting by
himself in a restaurant and happens to overhear Smith tell his
dining companion at the next table, “I just heard that we
brought in a huge new well off the coast of Saudi Arabia.”
Jones happens to know that Smith and his companion both
work for Oilco, a major oil company. Jones can buy stock in
Oilco with impunity, even though he is acting on material non-
public information. (See the discussion of Chiarella v. U.S.,
infra, p. 274, and our discussion of the limits of SEC Rule
10b-5 infra, p. 267.) In general, the federal securities laws
(which are the most important laws in this area) bar only that
insider trading that occurs as the result of someone’s willful
breach of a fiduciary duty, and no one in our Jones-Smith
example has committed such a breach.

b. Broad meaning: In any event, when we use the phrase
“insider trading,” we’ll be using this broad “not-necessarily-
illegal trading based on non-public information” sense of the
term, and much of our discussion will be devoted to exactly



when such trading is and is not illegal.

2. Buying before disclosure of good news: The paradigmatic
example of insider trading (and in fact, insider trading of the
clearly illegal variety) occurs when a high company official
learns of some favorable development concerning his company,
and buys stock in the company before this good news is
disclosed to the public.

Example: Prexy is the president of Oil Co., whose business is
exploring for and then drilling for oil. Oil Co.’s stock is
publicly traded, and investors interested in the company know
that for some time, QOil Co. has been exploring a tract of
remote Canada thought by most geologists to be unpromising.
On July 1, Prexy learns that his exploration team has just
struck what seems to be a substantial gusher at North Fork,
Canada. He orders the team to keep silent about what they
have found, and immediately purchases 10,000 shares of Qil
Co. stock on the New York Stock Exchange at $20 a share. On
July 2, he authorizes the company’s public relations
department to issue a press release stating “Major Gusher
found by Oil Co. at North Fork.” The stock immediately
jumps to $30 a share. Prexy sells out the 10,000 shares, and
pockets a profit of $100,000. (These facts are loosely adapted
from SEC v. Texas Gulf Sulphur Co., infra, p. 265.) Not only
has Prexy traded on material non-public information, but his
trading is of the clearly illegal variety, and he will face both
criminal and civil liability under the federal securities laws.

3. Selling on bad news: Insider trading may also take the form of
selling before the disclosure of bad news about the company’s
prospects.

Example: Same facts as the prior example, except assume
that on July 2, Prexy decides to hold onto his shares instead of
selling them following the disclosure of the gusher. Then, on
July 5, the gusher suddenly peters out, indicating that there
was vastly less oil than the company (and the public) had
thought. Before this news is disclosed to the public, Prexy



now sells his 10,000 shares (plus another 5,000 he had bought
long before) at $30 a share. The bad news is then disclosed to
the public, and the stock sinks all the way back to $20 a share.
Prexy has made a “profit” by this insider selling (in the sense
that he has avoided a loss) of $150,000. His insider selling
here is just as illegal as his purchases in the prior example, and
he will be both civilly and criminally liable under the federal
securities laws.

B. The Efficient Capital Markets Hypothesis: Before we delve into
the harms (and possible benefits) from insider trading, we must
understand an economic doctrine that has become very central to
the way courts and commentators analyze insider trading problems.
This is the so-called Efficient Capital Markets Hypothesis
(ECMH). Essentially, the ECMH says that security prices at all
times fully reflect available information. See S,S,B&W, p. 899. In
other words, the ECMH says that if on a particular day a share of
IBM stock is selling for $126, then the $126 figure reflects
everything that is now known about IBM’s business prospects, and
is therefore the true “value” of that share.

1. Three forms: Actually, there are three forms of the ECMH,
which make progressively more broad-sweeping claims about
the extent to which prices reflect available information:

a. Weak form: The “weak form” of the ECMH states that
“prices fully reflect all information contained in the historical
pattern of market prices.” Cox, quoted in S,S,&B, p. 901. In
other words, this form says that an investor cannot, merely by
looking at the pattern of past prices of a particular stock (or,
for that matter, past prices of the stock market as a whole),
predict the course of future prices. To put it another way,
according to the weak form of the ECMH stock price
movements are random. For instance, the mere fact that IBM
stock has gone up three days in a row does not increase, at all,
the likelihood that it will go up on the fourth day. This weak
form of the ECMH is very well accepted by economists, but it
is not so deeply relevant to the insider trading problem.



b. Semi-strong form: The “semi-strong form” of the ECMH
says that “prices reflect all public information, including that
in financial statements.” Cox, op. cit. Thus if IBM is trading
on a particular day at $126 per share, everything that is known
to the public about IBM’s business prospects is already
reflected in that $126 price. If the “pure” form of the semi-
strong hypothesis is accepted (that the “value” of IBM stock is
always exactly reflected in the stock’s price, insofar as that
value can be determined from publicly available information),
then two important corollaries emerge: (1) an investor without
inside information can never systematically beat the market,
and in fact the profession of “securities analyst” is worthless;
and (2) an investor can always buy any share at any time at the
prevailing market price without worrying whether the price is
too high or too low, because the price will always be “fair” in
the sense that the price will always reflect all publicly known
information.

i. Significance: This corollary (2) is especially important
for insider trading law, because it furnishes a way for an
investor who has bought without the benefit of inside
information to show that he has been harmed. For instance,
in our example on p. 252, an investor who bought shares in
Oil Co. on July 3 at $30 per share can say, “I relied on $30
per share being a fair price for Oil Co. stock, because I
know that the market always reflects all available
information about a company’s prospects. Had Prexy made
prompt disclosure that Oil Co. did not find as much oil as
had previously been announced, the price would have
dropped, I would have paid $20 a share instead of $30 a
share, and I would have avoided an ultimate loss of $10 a
share.” See the discussion of the “fraud on the market”
theory, infra, p. 280.

ii. Widely accepted: The semi-strong form of the ECMH is
fairly well accepted by economists. See S,S,&B, pp. 900-
01. Actually, for purposes of analyzing insider trading, it
doesn’t even matter whether the true “value” of a company



is always reflected in its stock. All that is required is that
particular new pieces of public information become rapidly
reflected in the company’s share price. Virtually all
economists would agree that the semi-strong version of the
ECMH is correct in this “information arbitrage” sense. See
S,S,B&W, p. 904. In other words, it is well accepted that
when a material fact is disclosed, this information is
immediately reflected in the stock’s price, and the price of a
stock is therefore always “fair” in this sense of reflecting all
recent publicly known events.

c. Strong hypothesis: The “strong” version of the ECMH says
that “prices fully reflect all information including non-public
or ‘inside’ information.” Cox, op. cit. But here, there is a
substantial body of evidence that the strong ECMH is wrong,
i.e., that stock prices do not always reflect information known
to insiders but not known to the public. Cox, quoted at
S,S,B&W, p. 903. This means that insider trading probably
pays off in the long run — a person trading on insider
information about his company will probably “beat the
market.” If this is true, it is important, because it means that:
(1) insiders do indeed have a strong economic incentive to
trade based on inside information; and (2) insiders who trade
on their inside information will end up — arguably unfairly —
richer than outsiders who play the same securities-trading
game.

C. Harms from insider trading: What’s wrong with insider trading?
Why should there be a huge federal effort to stop it? The possible
harms from insider trading can be divided into four main types:

1. Harm to corporation: Some people have argued that insider
trading hurts the corporation whose stock is being traded. For
example, if a corporation’s top managers are seen to be routinely
engaging in insider trading in the company’s stock, the public
may come to view the corporation itself as being sloppily and
inefficiently run, and its management as dishonest. This might
make it harder for the company to raise money by selling new
stock, to find customers for its products, etc.



a. Weak effect: However, if this damage-to-the-corporation
effect exists at all, it is probably very weak, and is certainly
not sufficient to support the very strong public policy against
insider trading. Clark, p. 266.

2. Harm to investors: Second, insider trading may cause harm to
certain investors who trade during the period of non-disclosure.
If investors are injured, the injured ones may be (but will not
necessarily be) the ones who actually take the opposite side of
the trade with the insider. The injured investors will, however, be
the ones who trade opposite from the way the insider trades (i.e.,
those who buy when the insider is selling, or who sell when the
insider is buying). How are these “opposite traders” harmed?

a. How harm might occur: First, realize that the question that
should be asked is not “How has the outsider done less well
than the insider?” Instead, the question should be “How has
the outsider done less well than he would have done in the
absence of insider trading?” In other words, an outsider should
be viewed as having being harmed only if he somehow does
something different than he would have done had there been
no insider trading.

b. Traders who behave differently: If one believes the semi-
strong form of the Efficient Capital Markets Hypothesis, once
disclosure of the formerly inside information finally takes
place the stock will trade at its “true” value. Therefore, the
only investor who can be hurt by insider trading is one who
trades during the period of non-disclosure. Furthermore, even
an investor who trades during this non-disclosure period is
harmed only if his conduct is different than it would have
been had there not been any insider trading. For many if not
most outsiders who trade during the period of non-disclosure,
their conduct (and the financial results to them) are no
different than they would have been had there been no insider
trading at all — the outsider would have made the trade
anyway, and at the same price.

i. “Induced” trader: On the other hand, some outsiders



may indeed take a different action because of the insider’s
trading.

Example: Assume the same basic facts involving the oil
well as in our example on p. 252. But this time, assume that
Prexy’s purchase of shares on July 1 was large enough
relative to the other trading in the stock that it raised the
price of QOil Co. shares from $20 to, say, $23 per share.
Now, assume that Outsider would never have sold out at the
pre-July-1 price of $20, but that the rise to $23 induced him
to sell.

Here, we can at least make a plausible case that Outsider
has been directly harmed by the insider trading: he has been
“suckered” into selling for a small gain ($3 per share over
the earlier price) whereas, had Prexy not caused the price to
rise $3 by his insider trading, Outsider could instead have
benefited from a sudden rise to $30 when the company
eventually made its announcement about the gusher. So
such an “induced” seller (and, conversely, an outsider who
is induced to buy by a small drop that results from insider’s
selling before the disclosure of bad news) are the only kinds
of investors who can really be said to have been directly
harmed by the insider trading. See Wang, 54 S.Cal.L.Rev.
(cited in S,S,B&W, pp. 910-11).

(1) Large traders: Observe that this harm to “induced”
sellers and buyers will only occur where the insider
trading is large enough relative to the non-insider
trading in the stock that the insider trading affects the
market price. S,S,B&W, p. 911.

3. Delayed disclosure: Perhaps the most concrete harm from
insider trading is that it interferes with the prompt disclosure of
important corporate information that should (and would)
otherwise be immediately released to the public. For instance, in
our oil well example, Prexy might have caused Oil Co. to
immediately announce the gusher as soon as it was discovered
on July 1; his desire to trade on the inside information caused
him to delay the disclosure at least long enough to carry off his



insider trading.

a. Nature of harm: Why is such delayed disclosure bad? Three
plausible reasons can be given:

i. Inefficiencies: First, it distorts the efficiency of the
capital markets — stock prices are less often “correct”
because the information they are responding to is more
often out-of-date. Consequently, our economy will not be
allocating its resources as well.

ii. Equal access: Secondly, most of us have a basic
psychological and moral sense that the markets should
function on the basis of equal access to information. A
market in which insiders have information that (because of
delayed disclosure) outsiders do not have, is like playing in
a card game where the other guy has a marked deck. Indeed,
this generalized notion that fairness requires equal access to
information is probably the single most important factor
behind the rules against insider trading.

iii. Harm to market: A third, related, harm from delayed
disclosure is that if investors in general believe that insiders
have the advantage (that the game is “unfair”), they are
likely to boycott the stock market. If there are fewer
investors than there otherwise would be (or if investors
demand a higher return on their investment for putting up
with the perceived unfairness of insider trading), firms’ cost
of capital will rise. This will in turn disadvantage the
corporate sector of the economy vis-a-vis other investments
(e.g., treasury bills), and will make it harder for the
corporate sector to grow.

4. Harm to efficiency from secret profits: Finally, the pursuit of
insider trading may cause managers to run their companies in an
inefficient manner. If we completely legalize insider trading,
insiders would probably be able to make trading profits that are
much larger than the salaries they now receive. This might lead
them to be less diligent in increasing shareholder value. (For
instance, they might concentrate their energies on spotting



opportunities to sell the company’s shares short in anticipation of
soon-to-be-released bad news, rather than on running the
company well.) Also, they might be inclined to take riskier
actions than the outsiders would want. (Their main incentive, as
managers primarily interested in trading profits, would be to
cause large changes in the company’s prospects, to be followed
by large moves in the stock; because of their ability to engage in
either purchases or short-sales, they wouldn’t care so much
whether the results increased the company’s share price.) See
Clark, pp. 274-75.

D. Arguments in support of insider trading: A small group of
commentators has argued that insider trading has beneficial effects,
and should be tolerated if not encouraged. Here are the two
principal arguments made in behalf of insider trading:

1. Market price quickly reflects new information: First, insider
trading arguably causes the company’s stock price to better
reflect new (unannounced) developments. There are two
asserted sub-benefits: (1) stock prices move more smoothly; and
(2) a company’s stock price is closer to its “true” value at most
times, than where there is no insider trading and the previously
secret information is suddenly announced, causing a sharp rise or
drop in the stock price. (This, in turn, is asserted to be
economically desirable because “correct” stock pricing helps
allocate capital efficiently. See supra, p. 256.)

2. Compensation for entrepreneurs: Second, the advocates of
insider trading argue that it often furnishes reasonable
compensation for managers, and gives otherwise risk-averse
managers an additional incentive to take riskier, but nonetheless
economically sensible, corporate action. Under this argument, “a
manager will be more willing to take risks if he knows that he
can profit by selling short prior to public disclosure of the
failure.” S,S,B&W, p. 914.

a. Criticism: But this argument is even more strongly criticized
by the anti-insidertrading forces. The critics point out that if
this argument is correct, the manager won’t care whether the



company does well or badly, since he can profit in either case.
Therefore, his incentive to run the firm in a way that enhances
its value for outside shareholders will be compromised. Also,
it is doubtful whether the bulk of insider traders are corporate
“entrepreneurs” who will if properly motivated create true
value for the corporation; they are just as likely to be lower-
level functionaries who will have no real impact on the firm’s
fortunes either way, and who therefore do not need any of this
special insider trading “incentive compensation.” See Clark, p.
279.

E. Summary: In summary, most observers believe that insider
trading is, on balance, harmful. Certainly federal law (and,
increasingly, the laws of many states) reflect uniformly the belief
that insider trading is unfair to public investors and economically
inefficient.

F. Summary of law: There are three principal bodies of law that
proscribe and punish insider trading (or, at least, certain types of
insider trading). We will be considering each of these in some
detail below. For now, let us just mention each:

1. State common law: A few states bar certain kinds of insider
trading by the application of state common-law principles. The
states are especially likely to bar trading by an insider that is
accompanied by face-to-face fraud (e.g., the insider simply lies
about the company’s prospects while making a face-to-face trade
with an outsider). In the more common situation of an insider
buying or selling on the impersonal stock market, while simply
remaining silent about the existence of material non-public
information, apparently only one state court has found the
insider liable under common-law principles; see Diamond v.
Oreamuno, infra, p. 261.

2. Federal SEC Rule 10b-5: Most importantly, the federal SEC
Rule 10b-5 prohibits any fraudulent or manipulative device in
connection with the purchase or sale of a security. This has been
interpreted to bar most kinds of insider trading. A violation of
10b-5 can give rise to criminal liability, to SEC injunctive



proceedings, and to a private right of action on the part of outside
investors who have been injured. Our extensive discussion of
10b-5 begins on p. 262.

3. Short swing profits: Finally, §16(b) of the federal Securities
Exchange Act makes insiders liable to repay to the corporation
all profits they make from so-called “short swing trading
profits.” Briefly, if the insider buys and then sells within a six
month period, or sells and then buys within a six month period,
he must repay to the corporation all of the profits. This is true
whether the insider is actually relying on material non-public
information or not — it is a categorical rule designed to remove
much of the incentive from at least short-swing insider trading.
See infra, p. 305.

G. Who can recover: Even where it is clear that the insider is civilly
liable for insider trading, an important issue remains: who can
recover? Usually, the choice is between allowing recovery by the
corporation itself, or allowing the recovery to go to certain outside
investors who have in some way been harmed by the insider’s
trading. In the Rule 10b-5 context, it is usually the private investors
who recover. In the §16(b) cases, by contrast, it is always the
corporation that recovers.

II. STATE COMMON-LAW APPROACHES

A. Common-law rules generally: State common law has placed
only very minor limits on insider trading. Therefore, most barriers
to insider trading today come from federal rather than state
regulation. However, because federal private suits against insider
traders have become somewhat harder to bring since 1976, state
law remedies may become more important. Therefore, it is worth
spending some time on the state common law that pertains to
insider trading.

B. Suits by shareholders: First, let’s consider an action by a
shareholder against the insider trader.

1. Action for deceit: A shareholder plaintiff who wants to sue an



insider trader under state law will generally have to use the
common-law action of deceit. Traditionally, the plaintiff in a
deceit action has been required to show five things: (1) that P
justifiably relied; (2) to his detriment; (3) on a
misrepresentation of a material fact; (4) made by the defendant
with knowledge of its falsity (or at least with reckless disregard
for its truth); and (5) with intent that the plaintiff rely. See
S,S,B&W, p. 919-20.

a. Misrepresentation: Where the insider makes an actual
misrepresentation in a face-to-face transaction with the
plaintiff, the plaintiff has a reasonable chance of winning in a
deceit action. So if Insider says to Outsider, “Our profits are
going to be down next quarter,” and this knowing falsehood
induces Outsider to sell to Insider cheaply, Outsider has a
prima facie case for deceit at common law.

b. Half-truth: In fact, the insider will be liable under general
common-law deceit principles if he knowingly tells a half-
truth, i.e., he discloses part of the truth, but his failure to
disclose the rest of the truth has the effect of misleading the
other party. For instance, if Insider truthfully tells Outsider,
“Profits will be down this quarter,” but neglects to mention
that a third party has offered to buy the company at an above-
market price, Insider’s statement is a half-truth that will
probably give rise to liability for deceit if Outsider is induced
to sell cheaply to Insider. C&E, p. 815.

c. Silence: But where the Insider simply remains silent and
buys or sells based on material non-public information, the
common-law remedy of deceit is of little use. The problem is
that, as noted above, one of the requirements for an action in
deceit is a misrepresentation, and the insider who silently
buys has simply made no misrepresentation. The “silent
insider” problem is discussed more fully immediately below.

2. Silent trading: In general, the common law does not impose
upon a party to a transaction any duty to disclose facts known to
him. There is a duty to disclose where the defendant has some



fiduciary responsibility to the plaintiff, growing out of some
special relationship between them. But the majority common-law
rule is that an insider (officer, director or controlling
shareholder) has a fiduciary obligation only to the corporation,
not to other present or prospective shareholders. Therefore, there
is simply no way for an investor to bring a successful deceit
action against the insider who buys or sells silently based on
inside information.

Example: D1 (president and director of Cliff Mining Co.)
and D2 (a director of Cliff) are aware that an experienced
geologist believes that copper deposits will be found under the
company’s land. At a time when the public (including P) does
not know of this geological prediction, P sells his Cliff shares
on the Boston Stock Exchange, and those shares happen to be
bought by the Ds. P brings a common-law deceit action,
arguing that had he known of the geologist’s report, he would
not have sold his shares.

Held, for the Ds. Directors and officers of a company may
owe a fiduciary responsibility to the company, but they do not
owe any fiduciary responsibility to individual shareholders.
Therefore, the Ds had no obligation to P to make any kind of
disclosure prior to the purchase. “An honest director would be
in a difficult situation if he could neither buy nor sell on the
stock exchange shares of stock in his corporation without first
seeking out the other actual ultimate party to the transaction
and disclosing to him everything which a court or jury might
later find that he then knew....” Goodwin v. Agassiz, 186 N.E.
659 (Mass. 1933).

a. Impersonal transactions: In the case of impersonal
transactions on the stock exchange, Goodwin represents not
only the majority but essentially the sole rule: the insider who
buys silently on the exchange simply has no common-law
liability to the other party to the trade.

b. Face-to-face transactions: Where the insider buys from the
outsider in a face-to-face transaction, the majority rule still
seems to be that the insider has no affirmative duty of



disclosure, and is therefore not liable if he simply remains
silent. C&E, p. 814-15. But in this face-to-face situation, there
are some well-accepted exceptions, as well as a minority rule:

i.

il

Fraud: First, if the insider knowingly lies or tells a half-
truth, he will be liable under ordinary deceit principles, as
discussed above.

“Special facts” exception: Second, many states
recognize a “special facts” exception to the majority rule
that silence cannot constitute deceit. Under this loose
exception, if there are special facts that make the insider’s
conduct especially unfair, he will be liable even though he
remains silent. For example, if he seeks out the other party
to the transaction, or if he makes affirmative efforts to
conceal either his own identity or material facts about the
company’s fortunes, the court is likely to find the requisite
“special facts” and impose liability.

Example: D is a director and three-fourths owner of
Philippine Sugar Co. The company is in bad financial
shape, and the public knows that the only way the shares
will go up is if the company is able to sell its properties to
the U.S. government. The negotiations have dragged on for
a long time, and the public believes they will fall through. D
(who as three-fourths owner and director controls the price
at which the company will sell) secretly resolves to
consummate the sale to the government. D learns that P has
some shares for sale. D has an intermediary use a broker to
buy P’s shares, in such a way that P never learns that D is
the purchaser or that D is about to consummate the sale to
the government. The price D pays for P’s shares is one-
tenth what the shares become worth three months later after
the sale to the government is carried out.

Held, P can recover against D for fraud. The special facts
here, including D’s total control over whether and when a
sale would be made to the government and his concealment
of his identity from P, would make it unjust to deny P a
recovery against him. Strong v. Rapide, 213 U.S. 419



(1909).

iii. Minority rule: Furthermore, a minority of states have
imposed the more general rule that in face-to-face
negotiations, an insider has an affirmative obligation to
disclose material facts known to him. This minority rule is
sometimes called the “Kansas Rule.”

3. Summary: So at common law, if Insider buys from Outsider in
a face-to-face transaction, Outsider can recover if any of the
following is true:

(1) Insider affirmatively lies to Outsider about the company’s
prospects;

(2) Insider tells a misleading half-truth;

(3) there are “special facts” making Insider’s conduct unfair
(e.g., he has concealed his identity from Outsider); or

(4) the jurisdiction follows the minority or “Kansas” rule, and
Insider has failed to make full disclosure.

a. Not covered: But in cases where the transaction is not face-
to-face, and is instead carried out through the impersonal stock
exchanges, and in cases where the insider remains completely
silent in a jurisdiction that follows the majority rule (as in
Good-win), the common-law approach leaves the outsider
with no remedy for insider trading.

b. No recovery against seller: Also, apparently no case has
ever awarded a recovery against an insider who sold on the
basis of inside information. This may be because everyone has
assumed that an insider couldn’t possibly owe any kind of
duty of disclosure to one who was not yet a stockholder.
Clark, p. 311.

c. Weak remedies: So in general, the common-law remedies
for insider trading have been very weak at best.

C. Recovery by corporation: Given the difficulties that individual
shareholders find at common law in recovering for insider trading,
may the corporation itself recover for insider trading in its shares



by one of its officers or directors?

1. Harm to corporation: First, consider the situation in which the
corporation is actually harmed by the insider’s trading in its
shares. There are practically no cases on the subject, but general
duty-of-loyalty and duty-of-care principles (supra, pp. 197 and
169) suggest that the corporation could recover at common law
for the damage to it. A court could quite plausibly hold that the
insider information used by the officer or director was really a
corporate asset, and that the insider may not put his own
interests ahead of the interests of the corporation in the use of
that asset.

Example: Suppose that Insider, a director of Corporation,
knows that Corporation will soon be buying back a large
portion of its shares from public shareholders. Insider expects
that the announcement of this buy-back will cause the shares
to rise. Before the announcement, he buys an additional 5% of
Corporation’s shares himself, thereby driving up the price.
When Corporation carries out its buyback, it is forced to pay a
higher price because of the rise due to Insider’s purchases. A
court would probably allow Corporation to recover from
Insider for the extra amount it had to pay, on the theory that
Insider breached his duty of loyalty to Corporation by
appropriating the information (knowledge of the impending
buyback).

2. No corporate harm: But in the usual insider trading situation,
the corporation will not suffer direct financial or other
quantifiable harm. If the corporation suffers no direct loss, may it
nonetheless recover against the insider on the theory that he has
been unjustly enriched by his use of a corporate asset (the inside
information)? Only one major case has ever answered “yes.”
This is the New York Court of Appeals’ decision in Diamond v.
Oreamuno, 248 N.E.2d 910 (N.Y. 1969).

a. Importance of Diamond: In Diamond, the New York Court
of Appeals essentially held that inside information is a
corporate asset, and that an insider who profits by trading



upon that information has violated his fiduciary duty to the
corporation and must turn over to the corporation any profits
he has made (or losses he has avoided) from the trading, even
though the corporation did not suffer direct financial loss.

b. Rejected by other courts: No other state court has accepted
the rationale of Diamond, and thus no court has allowed
recovery on behalf of the corporation where the corporation
cannot show direct injury from the insider trading. Nutshell, p.
340.

c. ALI follows Diamond: But the ALI’s Principles of
Corporate Governance follow Diamond. ALI §5.04(a)
provides that:

§5.04 Use by a Director or Senior Executive of Corporate Property, Material
Non-Public Corporate Information, or Corporate Position

(a) General Rule. A director or senior executive may not use corporate property,
material non-public corporate information, or corporate position to secure a
pecuniary benefit, unless either: ...

(3) The use is solely of corporate information, and is not in connection with
trading of the corporation’s securities, is not a use of proprietary information
of the corporation, and does not harm the corporation; ...

i. Extensive liability: The ALI says that even if the
corporation does not suffer any actual harm, it may recover
for “unjust enrichment” by the insider, under §5.04(a)(5).
In fact, the ALI section goes even further than any reported
case has, to contemplate the possibility that a tippee (one
who receives the non-public information from an insider,
and uses it for his own benefit) may also be liable under this
provision, perhaps on the theory that the tippee has
knowingly participated in a breach of the duty of loyalty
owed by the insider to the corporation. §5.04, Comment

d(2)(a).

III. SEC RULE 10b-5 AND INSIDER TRADING

A. Securities Exchange Act §10(b): Section 10 of the Securities
Exchange Act of 1934 (the “’34 Act”) provides:

Regulation of the use of manipulative and deceptive devices.



It shall be unlawful for any person, directly or indirectly, by the use of any means or
instrumentality of interstate commerce or of the mails, or of any facility of any
national securities exchange ...

(b) to use or employ, in connection with the purchase or sale of any security
registered on a national securities exchange or any security not so registered, any
manipulative or deceptive device or contrivance in contravention of such rules
and regulations as the [SEC] may prescribe as necessary or appropriate in the
public interest or for the protection of investors.

1. Analysis: Notice that nothing is directly made illegal by this
810(b) — only to the extent that the SEC enacts a rule
prohibiting certain conduct pursuant to this section can there be
any criminal liability. Furthermore, observe that nothing in
810(b) gives any hint that investors injured by fraudulent
conduct of the sort that §10(b) seems to be directed at would

have a private right of action.

B. SEC’s enactment of Rule 10b-5: It was not until 1942 that the
SEC finally enacted a rule that would put some meat into the
general anti-fraud prohibition of §10(b). The Commission did this
by enacting Rule 10b-5 (i.e., its fifth rule pertaining to section
10(b) of the ’34 Act). That rule reads today as follows:

It shall be unlawful for any person, directly or indirectly, by the use of any means or

instrumentality of interstate commerce, or of the mails, or of any facility of any
national securities exchange,

(a) to employ any device, scheme, or artifice to defraud,

(b) to make any untrue statement of a material fact or to omit to state a material
fact necessary in order to make the statements made, in the light of the
circumstances under which they were made, not misleading, or

(c) to engage in any act, practice, or course of business which operates or would
operate as a fraud or deceit upon any person

in connection with the purchase or sale of any security.

1. Purpose: The rule was initially enacted to prevent insiders
from making explicit fraudulent statements to investors about
how badly the company was doing, so that the insiders could buy
up the shares cheaply. At the time of its enactment, the
Commission staff did not focus on the typical insider-trading
paradigm (purchases or sales by insiders who remain completely
silent about the company’s condition). And the Commission
certainly did not foresee that the rule might give rise to a private
right of action by investors; it was intended solely to let the SEC



stop fraudulent activity. Id.

2. Broad application: But the actual application of Rule 10b-5
has grown far beyond what the Commission intended at the time
of drafting. Perhaps the three most important extensions are:

(1) The rule applies to any form of deceit or fraud, including the
garden-variety case in which the insider silently buys or sells
on material non-public information (and thus never makes
any affirmative misrepresentation);

(2) The rule applies to one who makes a misrepresentation that
induces others to buy or sell, even if the maker of the
misrepresentation never buys or sells himself; and

(3) Perhaps most dramatically, an investor who meets several
procedural requirements may bring a private suit alleging a
violation of 10b-5, and may recover damages for that
violation.

Our detailed treatment of Rule 10b-5 will consider in detail each
of these extensions, among other issues.

3. What constitutes insider trading: Before we get into the
details of 10b-5, let’s summarize, in a semi-accurate way, the
elements that must be present before a defendant will be found to
have insider-traded in violation of 10b-5. In this discussion,
we’re not considering who may sue.!

D will be found to have insider-traded in violation of 10b-5 if
(and only if) all these elements are present:

@ D bought or sold stock in a company (the “issuer”). The
issuer will usually be, but need not be, a publicly-traded
company.

@ At the time D bought or sold, he was in possession of
information that was “material,” i.e., would be considered
important to a reasonable investor in the issuer’s stock.

@ The material information (referred to in the prior step) was
non-public at the moment D bought or sold.



@ D had a special relationship with the source of the
information (either the issuer or someone else who possessed
the inside information?). D meets this requirement if he was a
true insider of the issuer (e.g., an employee), or was a
“constructive insider” (i.e., in possession of confidential
information that the issuer temporarily entrusted him with,
such as a lawyer working as outside counsel for the issuer).
He also meets it if he was a “tippee,” who was given the
information by an insider (a “tipper”) in violation of the
insider’s fiduciary duty. Lastly, he meets the requirement if
he was a “mis-appropriator,” i.e., an “outsider” vis a vis the
issuer who gets the information from one other than the
issuer (e.g., from a potential acquirer of the issuer), in breach
of a promise of confidentiality.

@ D meets the jurisdictional requirements. That is, he traded
“by the use of any means or instrumentality of interstate
commerce or of the mails, or of any facility of any national
securities exchange.” In the case of a publicly-traded stock,
this requirement is always met.

C. Development of 10b-5’s application to insider trading: It took
two developments to make Rule 10b-5 a really useful weapon
against insider trading: (1) the judicial conclusion that there should
be an implied private right of action for violations of 10b-5; and
(2) the conclusion that 10b-5 covers insider trading that takes place
without any affirmative misrepresentation by the insider.

1. Implied private right of action: Almost from the beginning,
the courts have held that when a person violates 10b-5, an
investor injured by this violation may bring a civil suit for
damages, based on the violation. The text of 10b-5 itself (or, for
that matter, the text of §10(b) of the 34 Act, under which 10b-5
was promulgated) nowhere mentions any private civil action —
the Rule consists merely of the SEC’s statement that fraudulent
or manipulative devices will be “unlawful.” But the courts have
consistently held that since investors in a company’s securities
are members of the class that the Rule was designed to protect,
they should be able to recover in damages for violations of the



Rule. (This is really nothing more than a federal application of
the well-known state common-law principle allowing tort claims
to be based upon statutory violations, as in the negligence per se
doctrine. See Clark, p. 313.)

a. Explicit statutory right of action: At least some private
actions based on 10b-5 are now expressly authorized by
statute. In 1988, Congress enacted the Insider Trading and
Securities Fraud Enforcement Act of 1988 (ITSFEA). Section
20A of the ’34 Act (added by ITSFEA) allows P to sue D if D
bought or sold on inside information, and P bought or sold on
the opposite side of the trade “contemporaneously” with D’s
trades. Section 20A is discussed more extensively infra, p.
283.

. Application to insider trading: Rule 10b-5 certainly does not
expressly state that an insider who buys or sells based on
material non-public information, without making any affirmative
misstatements, has engaged in “fraud or deceit.” So it is not
obvious from the text of 10b-5 that it applies to garden variety
“silent” insider trading at all. But the SEC concluded that such
garden variety insider trading does violate 10b-5, in its landmark
opinion in In re Cady, Roberts & Co., 40 S.E.C. 907 (1961).

. “Disclose or abstain” rule: Cady, Roberts is also noteworthy
as the first case in which the SEC articulated its “disclose or
abstain” rule. Proponents of insider trading (and defendants in
insider trading cases brought under state and federal principles)
often argue that if the insider is required to disclose the inside
information, the disclosure will happen prematurely and the
corporation may suffer. But the SEC’s answer to this argument is
that the insider has a choice: he must either disclose the inside
information or abstain from trading. In other words, the insider is
never required by 10b-5 to make disclosure of any facts, no
matter how material; all that 10b-5 requires is that the insider not
trade while in possession of such undisclosed information.

a. Affirmative obligations: This “disclose or abstain from
trading” rule remains the law. It also remains the case (at least



as a matter of federal securities law) that companies and
insiders never have an affirmative duty to disclose a material
fact that, in their rational business judgment, they think would
better serve the company’s interests by remaining
nondisclosed. Of course, in the case of a public company,
eventually documents will have to be filed with the SEC (e.g.,
the 10-Q quarterly report and 10-K annual report) that must
disclose material developments; also, the rules of the various
stock exchanges typically require immediate disclosure of
“ripe” material company information. And, of course, the
company itself is an “insider,” so if it has not released material
news, it may not buy back its own shares or sell new ones to
the public. But there is no federal provision that makes it a
crime to fail to disclose material information, so long as no
stock trading takes place during the period of nondisclosure.

4. Private companies: Perhaps surprisingly, Rule 10b-5 applies
to fraud in the purchase or sale of securities in privately held
companies as well as publicly held ones. 10b-5 itself refers
merely to fraud, deceit, etc. in connection with the purchase or
sale of “any security.” “Security” is defined in §3(10) of the ’34
Act in a very general way, with no limitation to publicly held
stock. Therefore, if D sells P all of the stock of Dry Cleaning
Corp., a corporation solely owned and operated by D which runs
a drycleaning business, P actually has a federal securities-law
claim if he can show that D made intentional misrepresentations
about the company (assuming the other procedural requirements
for 10b-5 actions are met).

5. Texas Gulf Sulphur case: Before we begin looking at the
individual issues raised by Rule 10b-5’s application to insider
trading, it’s worth looking in detail at a seminal case: SEC v.
Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968). This case
is important for several reasons: (1) Because it involves
complex, evolving facts (indeed, it reads a lot like a law school
exam question!), it will give you a good sense of the various
insider trading problems that can come up in ordinary corporate
life; (2) It was the first major case in which a court (rather than



just the SEC) asserted that silent trading in the impersonal
securities markets on the basis of material non-public
information violated 10b-5; (3) It was the first major case in
which the SEC successfully compelled insiders to disgorge their
trading profits, thus encouraging a raft of private actions for
damages; and (4) It was decided by a very smart and well-
respected court, the Second Circuit (sitting en banc).

a. Facts: Texas Gulf Sulphur (TGS) had been looking for
minerals in eastern Canada for a number of years. In early
November, 1963, it drilled a test hole at K-55-1 near Timmins,
Ontario. This test core showed a higher percentage of minerals
(copper, zinc and silver) than TGS’s geologists had ever seen
before. From November until February, 1964, TGS stopped
drilling to keep its find confidential (and so that it could obtain
leases on additional nearby acreage).

i.

il

Shares bought: During this non-drilling period, various
employees of TGS, including four members of the
geological team, the president, the executive vice president,
the general counsel and a director bought lots of TGS stock
and “calls” (options to buy) on TGS stock.

Options issued: Also during this non-drilling time, TGS
issued stock options to a number of high-level employees,
including five who knew about the Timmins find. (The
board of directors and the Stock Options Committee, at the
time they awarded these options, did not know of the
Timmins find.)

ili. Misleading press release: Drilling resumed in late

March, 1964, and immediately produced very favorable
results. Rumors about a major ore strike began to circulate.
To diffuse speculation the company released on April 12 a
press release that said that the rumors “exaggerate the scale
of operations” at Timmins, and that the work done to date
“has not been sufficient to reach definite conclusions and
any statement as to size and grade of ore would be
premature and possibly misleading.” But in fact, at the



moment of the news release TGS had already discovered at
least $150 million worth of minerals.

iv. Final announcement: TGS finally made the press release
announcing a sizable strike on April 16. Some of the
employees of TGS who knew of the strike continued to buy
stock between the April 12 press release and the final April
16 announcement.

v. Stock price: The stock price had increased gradually
during the entire time following the original November 8
test core: When drilling began, the stock traded at around
$17. The day TGS finally announced the strike, the stock
closed at $36.

vi. SEC’s suit: The SEC sued the employees who had traded
with knowledge of the probable strike between November 8
and April 16; it sought to make them disgorge their trading
profits. It also sued TGS itself, on the theory that although
TGS did not buy or sell its own shares during this period, by
issuing the misleading April 12 press release it induced
outsiders to sell at prices lower than they would have gotten
had the misleading release not been issued.

b. Holding: The court found in favor of the SEC on virtually
all points. A number of aspects of the court’s holding are
worthy of special notice:

c. Court adopts “disclose or abstain” rule: The court adopted
the “disclose or abstain” rule urged by the SEC, under which
an insider with material non-public information must choose
between disclosing it to the public or abstaining from trading
in the stock.

d. “Material” inside information: The court defined
“material” inside information to be information “[to which] a
reasonable man would attach importance ... in determining
his choice of action in the transaction in question.” This
definition was later adopted by the Supreme Court in Basic
Inc. v. Levinson, infra, p. 272. The insiders were not required



to give outsiders the benefit of their “financial or other expert
analysis” or to disclose their “educated guesses or
predictions.” But the basic objective fact — that drilling had
produced test cores with a high mineral content — was clearly
the kind of fact that an investor would regard as important in
deciding whether to buy, sell or hold, and was therefore
“material.”

i. Importance attached by those who knew: An
interesting aspect of the court’s treatment of “materiality”
was that it attached great significance to the importance that
a fact holds to those who know about it inside the company.
Here, the frenetic pattern of trading activity by those who
knew of the drilling results was strong circumstantial
evidence that these insiders thought the fact was important,
and thus strong evidence that the drilling results were
“material.”

. Time to disseminate information: The court held that it is
not enough that the insiders have waited until the company has
made a public announcement of the inside information.
Rather, they must wait until this information has been widely
disseminated to the marketplace. For instance, the insiders
were required to wait until the news had appeared over the
most widely-circulated medium, the Dow Jones “broad tape,”
not merely until the news had been read to members of the
press.

. Receipt of stock options: The court held that it was a form
of insider trading for a high-level executive to receive stock
options, where the executive knew the inside information and
the committee awarding the stock options did not. In other
words, receipt of stock options by, say, the corporation’s
general counsel occurred “in co